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| STATEMENT OF QUESTIONS PRESENTED 


J, A. This case is concerned with the amount, over and 
above the rate computed under the traditional cost rate base 
formula, which the Federal Power Commission should allow 
a pipeline company for the exploration and development 
necessary to maintain its ability to deliver gas to its cus- 
tomers. The Commission has held that nothing can be al- 
lowed beyond what was actually spent for those purposes 
during the periods in question, even though this was con- 
cededly not as much as was needed and even though peti- 
tioner did not then know whether the Commission would 
permit it to retain the necessary funds. The question is 
whether this Court’s decision in City of Detroit v. Federal 
Power Commission, 97 U.S. App. D.C. 260, 230 F. 2d 810, 
compelled the Commission to reach this result, and whether 
the Commission’s conclusion rests upon a rational basis. 


B. Whether effect should have been given to the inten- 


tion of Congress in granting special tax allowances to en- 
courage the exploration and development of gas resources, 
by allowing petitioner to retain either the amount of the 
tax allowances or the amount which the Commission finds 
necessary for the effectuation of their purpose. 


C. Whether the Commission’s finding that petitioner 
was entitled only to a 6% return on its production proper- 
ties is supported by evidence. 


YI. Whether the Commission was required by the 
Detroit decision to credit to petitioner’s pipeline cost of 
service all of the profits from the extraction of other prod- 
ucts from the gas, or whether only that proportion of those 
profits which represented the proportion of the extraction 
which contributed to the efficiency of the pipeline operation 
should have been credited. 


Jl. Whether No. 1116 should have been decided on the 
basis of the evidence in No. 2506, which involved a subse- 
quent period. 
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ARGUMENT—Introductory 


I—There cannot be Sufficient Exploration and Devel- 
opment to Maintain Petitioner’s Production of Gas 
unless Petitioner is allowed more for its Gas than 
the Amount Computed under the Conventional 
Cost Rate Base Method 


A. The Commission’s Denial of a Rate above that 
Computed under the Cost Rate Base Formula is 
Based Upon a Misconception of this Court’s 
Decision in the City of Detroit Case and is In- 
consistent with the Commission’s On Conclu- 


1. The Record Establishes that 10.45 Cents Per 
Mcf was Needed to Encourage the Required 
Exploration and Development and was Prop- 
erly Chargeable to Petitioner’s Customers 
During the 1955-58 Period 


(a) The allowance for exploration and de- 
velopment is not property restricted to 
the amount spent during the closed 
period, before petitioner knows whether 
the Commission will allow it the amount 
needed for those purposes. ..............0.008 


28 


PAGE 


(b) The cost rate base formula is deficient 
for a wasting asset business because it 
does not give adequate consideration to 
replacement of the products consumed 


2. The evidence demonstrates that the amount 
requested by petitioner was fair to consumers 
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Commission 
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of return on its production properties 
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IN THE 


Anited States Court of Appeals 


FOR THE DISTRICT OF COLUMBIA CIRCUIT 


Nos. 16583 and 16584 


| PANHANDLE EASTERN PIPE LINE COMPANY, 
Petitioner, 


vs. 
FEDERAL POWER COMMISSION, 
Respondent, 
MICHIGAN CONSOLIDATED GAS COMPANY, 
COUNTY OF WAYNE, MICHIGAN, 
MICHIGAN PUBLIC SERVICE COMMISSION, 
Intervenors. 


ON PETITIONS FOR REVIEW OF ORDERS OF 
THE FEDERAL POWER COMMISSION. 


—————e———— 


BRIEF FOR THE PETITIONER 


JURISDICTIONAL STATEMENT 


Petitioner seeks review of two orders of the Federal 
Power Commission accompanying Opinion Nos. 344 and 
269-A, entered on April 27, 1961, and orders denying re- 
-hearing entered on June 26, 1961 (No. 16583, R.* 8395, 8471; 
No. 16584, R. 27486, 27542), issued in Federal Power Com- 
mission Dockets Nos. G-1116 and G-2506, which disallow 
rate increases filed by petitioner and require it to file newly 

(R. )” refers to the page of the record certified by the Commis- 
sion to this Court. 
Record references are to the record in No. 16583 unless otherwise 


indicated. This is Federal Power Commission Docket No. G-2506, 
decided in Opinion No. 344. 
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computed lower rate schedules for the periods in question in 
accordance with the Commission’s opinions. 


_ The jurisdiction of this Court is invoked under Section 
19(b) of the Natural Gas Act, 15 U.S.C. §717 r(b), 52 Stat. 
831. 


Panhandle was a party to the proceeding before the Com- 
mission in which the opinions and orders here complained 
of were issued and is aggrieved by such opinions and or- 
ders.: Within thirty: days after the issuance of such opin- 
jons and orders, Panhandle, pursuant to Section 19(a) of 
the Natural Gas Act, filed with the Commission appropriate 
applications for rehearing, which were denied by the Com- 
mission’s orders of June 26, 1961. (No. 16583, R. 8421, 8471; 
No. 16584, R. 27490, 27542). The petitions for review were 
filed on August 24, 1961, within sixty days after the issuance 
of the orders denying rehearing, as required under Section 
19(b) of the Act. 


STATUTES INVOLVED 


The statutory provision principally involved is Section 4 
of the Natural Gas Act, 15 U-S.C., §717c, 52 Stat. 822, which, 
insofar as pertinent here, provides that the Federal Power 
Commission shall prescribe ‘‘just and reasonable’ rates. 
Also involved are Sections 613 and 263(c) of the Internal 
Revenue Code, which are referred to at the appropriate 
point in the argument. 


STATEMENT OF THE CASE 


These petitions for review involve petitioner’s rates for 
the period from February 20, 1952 to December 31, 1954 
(No. 16584 in this Court, FPC Docket No. G-1116, Opinion 
No. 269A), and from January 1, 1955 to August 31, 1958 
(No. 16583 in this Court, FPC Docket No. G-2506, Opinion 
No. 344). We shall refer to the cases, for convenience, by 
their Commission docket numbers as No. 1116 and No. 2506 
(eliminating the G). 
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Although the Commission’s principal opinion was written 
‘in No. 2506, the history of these proceedings begins with 
‘No. 1116. In 1951, petitioner, a pipeline company which 
produced (during the test year) about 23% of the gas it 
transmitted through its lines and sold (No. 16584, R. 26209), 
filed rate schedules with the Federal Power Commission. 
\After suspension by the Commission for the five. month 
‘period permitted, the rates became effective on February 
20, 1952 subject to refund, as provided in Section 4(e);, 15 
U.S.C. §717¢ (e). (No. 16584, R. 26204-5.) Hearings were 
‘held, and on April 15, 1954 the Commission issued Opinion 
No. 269 (13 F.P.C. 53; No. 16584, R. 26192). 


This opinion, insofar as here pertinent, held (1) that peti- 
tioner was entitled to an allowance for its own produced gas 
‘at the wellhead equal to the weighted average arm’s length 
ifield price® (8.44 cents per Mcf for the 1951-52 period there 
involved, 13 F.P.C. at 63; No. 16584, R. 26214), rather 
than a rate for such gas computed under the conventional 
‘utility cost rate base method (13 F.P.C. 59-77; No. 16584, 
R. 26209-39), and (2) that petitioner’s hydrocarbon extrac- 
ition operations at plants at Sneed, Texas, and Liberal, 
‘Kansas, constituted a separate business, so that neither the 
costs nor the revenues associated with the extraction opera- 
tions should be reflected in rates fixed for petitioner’s 
regulable activities (13 F.P.C. at 77-78; No. 16564, R 
26240-42). In view of its approval of the field price method 
for evaluating the gas produced by petitioner, the Commis- 
sion did not find it necessary to determine a rate base for 
‘petitioner’s production properties (13 F.P.C. at 101, No. 
16584, R. 26282), and accordingly did not fix a rate of return 
thereon. : 


The opinion also declared (13 F.P.C. at 61; No. 16584, 
R. 26211) that to deprive petitioner of the benefits of the 


* This is the average arm’s length price for all gas sold at the well- 
head to major pipeline companies, under old or new contracts, in the 
\Panhandle-Hugoton field from which petitioner’s pipeline receives gas, 
‘weighted in accordance with the amount of gas covered by each sale. 
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statutory allowances for percentage depletion and intangi- 
ble well drilling, by compelling savings in taxes to be passed 
on to customers, would ‘‘clearly contravene the Congres- 
sional policy and intent’’ that these allowances be made 
available for the encouragement of exploration and devel- 
opment. But the Commission’s use of the field price method 
of evaluating petitioner’s gas made it unnecessary to treat 
these allowances separately. (13 F.P.C. at 76; No. 16584, 
R. 26237-38). 


In refusing to adhere to the conventional cost rate-base 
method for determining the allowance for gas produced by 
petitioner, the Commission declared (13 F.P.C. at 69; No. 
16584, R. 26227) : 


‘<® © © we are convinced that the time has come when 
the practice heretofore followed by the Commission 
should be re-examined in the light of its economic im- 
pacts and our experience with it.’’ 


The Commission found that (13 F.P.C. at 73-74; No. 
16584, R. 26231, 26234) ‘‘apart from the economic incon- 
gruity’’ of prescribing different rates for gas from the 
same field and same well, depending upon the original cost 
to each producer,® such a result would be neither in the 
public interest nor in the ‘‘interest of the consumers who 
have come to rely increasingly upon natural gas’’ as a 
major source of energy. For a price based upon cost, 
the Commission found, would ‘‘fail to encourage the dis- 
covery and development of this limited and irreplaceable 
natural resource” (ibid.). 


Furthermore, the Commission found (13 F.P.C. at 74; 
No. 16584, R. 26234-5): 


s¢® © © the interest of the public definitely lies in the 
direction of natural-gas production by pipeline systems 


* Cf. Colorado Interstate Gas Co. v. Federal Power Commission, 324 
U.S. 581, 610, (Jackson, J., concurring). 
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themselves, as distinguished from their complete de- 
pendence for gas supply upon purchases from other 
producers. There are several reasons why, in our 
judgment, it is very much in the interest of pipelines, 
and of the public served by them, that such systems 
produce themselves a substantial portion of the natural 
gas which they transport and sell. In the first place, 
such production strengthens their bargaining position 
in negotiating gas-purchase contracts with independent 
producers.”’ 


Secondly, pipeline companies with production of their 
lown to fall back on in seasonal and other peak periods 
(ibid.) 

««# © © are able to take their purchased gas at rela- 
tively uniform volumes and high load factors which, 
under the usual provisions of gas-purchase contracts 
having minimum take clauses, likewise ordinarily re- 
sults in lower purchased-gas and service costs, with 
concomitant rate advantages to their customers.”’ 


Thirdly, the Commission found (ibid.) it obviously 
‘¢much more in the interest of consumers * * * that the pipe- 
‘lines serving them continue to control supplies adequate to 
give them service reasonably adequate to meet their needs, 
‘than that low rates be available to them on paper or in 
‘theory without the gas supply being actually present for 
‘ purchase by them thereunder.’’ The testimony in the pres- 
‘ ent record in No. 2506 confirmed these findings (R. 4152-60, 
3625-28). 


The Commission then noted (13 F.P.C. at 75-76; No. 
| 16584, R. 26236-7) ‘‘* * * that no new major pipeline which 
i has been certificated since the Commission’s pricing prac- 
i tice was first established—including some of the largest sys- 

tems serving enormous new markets—produces any sig- 
' nificant portion of its total supply”’, ‘‘* * * that the ratio of 
pipeline-produced to total gas transported and sold in inter- 
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state commerce has declined markedly °* * *’’, and that this 
had been the fact as to Panhandle itself. There was validity, 
the Commission found to the claim 


“c* * * that the rate regulatory policies of this Com- 
mission have been a factor contributing to this undesir- 
able result.”’ (2bid.) 


For these reasons the Commission was ‘‘convinced’’ that 


<<* © © the ultimate public interest will be better served 
by permitting the pipeline to receive for the gas which 
it produces a price reflecting the weighted average 
arm’s-length payments for identical natural gas in the 
fields (and sometimes from the very same wells) where 
it is produced than through the application of the ‘rate- 
base’ method to this commodity. * * *’ (abid.) 


Upon petitions to review filed by the City of Detroit and 
the County of Wayne, Michigan, this Court set aside the 
Commission’s decision. City of Detroit v. Federal Power 

Commission, 97 U.S. App. D.C. 260, 230 F. 2d 810 (Decem- 
ber 15, 1955), rehearing denied February 28, 1956, certi- 
orari denied 352 U.S. 829 (October 8, 1956). While not 
denying the Commission’s power to allow the fair field price 
or to deviate from the traditional rate-base method in evalu- 
ating gas produced by petitioner (pp. 264-266, 814-816),° 
‘the Court stated that the Commission must use that method 
as a “‘point of departure’ (pp. 268, 818). It agreed that the 
Commission could under the Natural Gas Act properly 
allow an amount for the gas produced by the pipeline com- 
pany above that reached by the cost rate base method, in 
order to meet the ‘‘need for encouraging exploration and 
development of gas resources”’, and also because (pp. 267, 
817): 


«¢* * * ownership by pipeline companies of their own 
producing facilities, instead of their complete depend- 
ence for gas supply on purchases from other producers, 
would serve the public interest by ultimately resulting 
in lower rates. * * *’’ 


* The first pages cited are to 97 U.S. App. D.C., the second to 280 F. 2d. 
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But, the opinion continued (2bid.) : 


sce © © Tf the Commission contemplates increasing 
rates for the purpose of encouraging exploration and 
development, or the ownership by pipeline companies 
of their own producing facilities, it must see to it that 
the increase is in fact needed, and is no more than is 
needed, for the purpose. Further than this we think 
the Commission cannot go without additional authority 
from Congress.’’ 


Since there was neither evidence nor finding by the Com- 
mission that the average field price allowed did not exceed 
the amount actually needed to encourage exploration and 
development by petitioner, the Court found the Commis- 
gion’s decision ‘‘fatally defective’’ (pp. 268, 818). 


The Court also disagreed with the Commission as to its 
refusal to require petitioner to credit the profits from the 
hydrocarbon extraction plants at Sneed and Liberal against 


ithe costs of the pipeline system. The Court deemed insuf- 
ficient the Commission’s justification that the rates for the 
sale of natural gas ‘‘should not rest in part upon the fluc- 
‘tuating and unregulated prices of natural gasoline and 
other liquid hydrocarbons,’ and that the extraction plants 
should be treated as separate because they were not ‘‘essen- 
‘tial’? but only useful to the operation of the pipeline system 
(pp. 269-271, 819-821). 


| The Court accordingly set aside the Commission’s order 
and remanded the cases ‘‘for further proceedings not in- 
consistent with this opinion’’ (pp. 273, 823).° 


On the remand of No. 1116, the Commission, upon peti- 
tioner’s suggestion (R. 3544-5) that additional evidence to 
imeet the requirements of the City of Detroit opinion be 
taken in No. 1116 and also incorporated in the record in 

* Certiorari was denied on October 8, 1956, 352 U.S. 829, respondent 
‘City of Detroit having argued, inter alia, that because the case had been 
‘yemanded to the Commission for the introduction of additional evidence, 


“st this juncture of the proceedings the case is not ripe for review by this 
[the Supreme] Court” (brief in opposition, pp. 8-12). 
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the then pending No. 2506, concluded in an order entered 
December 6, 1956, that (R. 3544, 3552) : 


sce © © the proceedings in Docket Nos. G-1116, et al., 
should be reopened for the purpose of permitting the 
parties opportunity to present further evidence therein 
relevant and material to the issues and questions raised 
by the opinion of the court, and we shall hereafter so 
provide by further order.”’ 


Despite this assurance, however, No. 1116 never was re- 
opened to permit petitioner to introduce evidence, nor was 
it consolidated for evidentiary purposes with No. 2506 now 
to be described. 


Because of a continuous increase in the cost of gas and of 
rendering natural gas service, petitioner had filed new rate 
schedules on June 30, 1954 (R. 6803, et seq.), which were 
superseded by an amended filing effective January 1, 1955 
(R. 7338 et seq.). In this new proceeding, No. 2506, the 
latter was permitted to become effective subject to refund. 
(R. 7481, 8399). Hearings were begun before the Court’s 
decision in the Detroit case. (R. 1-573). After that deci- 
sion, and again after the issuance of the Examiner’s report 
(R. 7698),* the Commission allowed additional evidence 
to be submitted (R. 574-5164). 


Effective as of September 1, 1958, petitioner filed a new 
and higher rate schedule, again to take account of higher 
costs and prices, and proceedings involving this and subse- 
quent filings are now in progress before the Commission. 
Docket Nos. G-14755, G-19780, RP 60-8. This had the effect 
of converting No. 2506, like No. 1116 before it, from a case 


* On February 10, 1959, the Examiner issued an intermediate decision 
in which he found that petitioner had not satisfied the tests of the City 
of Detroit case as to the need for more than the amount reached under 
the traditional rate-base method for its own produced gas (R. 7715-23), 
and that that decision also was controlling as to the crediting of the ex- 
traction plant revenues (R. 7769-73). Upon motion of petitioner, the 
Commission allowed additional evidence to be introduced on the first of 
these points (R. 8213-17, 8401, 4067-5164). The Commission subsequently 
ordered omission of a further intermediate report, and the new evidence 
‘was submitted to it directly. (R. 8384, 8402). 
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involving the setting of rates for the future into a case con- 
cerned with a closed or locked-in period. 


The Evidence in No. 2506 on the Amount Needed to 
Encourage Exploration and Development.* 


The evidence before the Commission demonstrated that 
‘at least 10.45 cents per Mcf, the weighted average field price 
‘for the test period in No. 2506°*, was needed for an explora- 
tion and development program sufficient to maintain peti- 
tioner’s ability to deliver the same amount of its own-pro- 
‘duced gas to consumers as was delivered during the closed 
‘period involved in No. 2506 (without regard for expansion 
to meet greater demands in the future). Such a program 
‘would be beneficial to consumers both because it secures 
‘their supply of gas and because it provides them with gas at 
ilower rates. This evidence may be summarized as follows: 


1. Amount actually needed for an adequate exploration 
and development program. In determining the sufficiency 
‘of a supply of natural gas, the most important fact from 
‘the standpoint of the consumer is the quantity which can 
‘be delivered to him steadily and consistently over a sub- 
stantial period of time, not simply the amount in the 
ground. Since deliverability is dependent upon the pres- 
sure in each well and not merely the amount of gas under- 
ground, it declines as gas is extracted and pressures de- 
‘crease. When, as in the case of petitioner, old reserves 
‘ approach the stage at which they cannot produce and de- 
liver at the same rate, and thus cannot continue to meet the 


* The evidence on the rate of return and extraction plant revenues 
' questions is summarized in Points IC and II of the Argument. 


** The precise weighted aver: field A igo developed by Panhandle’s 


evidence was 10.4661 cents per Mcf for the test year ending October 31, 
| 1954 (Ex. 9, Sch. 12, Col. 6, R. 5679). The Hearing Examiner found the 
‘ commodity value, as measured by the weighted average field price, to be 

10.45441 cents per Mcf (R. 7786). The difference is de minimis. No ex- 
' ceptions were taken to the Examiner's findings in this regard. The Com- 
' mission used the rounded figure of 10% cents per Mcf throughout its 

Opinion 344 and no challenge to the accuracy of such figure was made on 

application for rehearing. 


10 


game market demand, the simple replacement of gas re- 
serves in a volume equal to the amount withdrawn will 
not sufficiently maintain the future ability of the wells to 
produce gas at the same rate. The reserves must therefore 
be increased by an amount greater than the current produc- 
tion.* 

_ Petitioner produced 368,416,000 Mef during the 1955-1958 
“closed period’’** involved in No. 2506. (RB. 4756, Ex. 98, 
line 3, R. 6301). Of this, 46,543,000 Mcf was overproduced, 
that is produced in excess of state proration quotas, or in 
excess of the normal rates of depletion. (Ex. 98, line 9, R. 
6301; R. 4239-41). Production over quotas is required by 
law to be made up by reduced production in the future 
(RB. 4241-2, 4586), while abnormal depletion results ina 
more rapid physical decline in the ability of the wells to 
deliver at the same rate in the future. Furthermore, the 
inadequacy of the supply available from petitioner’s own 
wells or from long-term contracts upon which petitioner 
could rely required petitioner to make temporary short- 
term stop-gap purchases of gas from other pipelines in 
the amount of 40,841,000 Mef. (R. 4242-3; Ex. 98, line 
10, R. 6301). If petitioner had not been fortunate enough 
to be able to make these short-term purchases, it would 
have been necessary to increase the overproduction to 
cover the amount needed. (R. 4242). 


*Mr. Hinton, an experienced petroleum engineer, testified (R. 4216- 


“For almost 30 years, the principal source of supply of natural gas 
for Panhandle has been from its own production and from gas pur- 
chases in the West Panhandle Field of Texas and the Hugoton Field 
of Kansas, Oklahoma and Texas. While large reserves are still con- 
tained in these reservoirs, the production rate therefrom can obvi- 
ously not be maintained at the present rate indefinitely. It is neces- 
sary, therefore, for Panhandle to develop additional reserves not only 
to vig pei the gas reserves produced each year but it must develop 
even large [r] additional gas reserves in order to maintain the avail- 
ability from its own production to compensate for the forthcoming 
decline in deliverability of the production now connected to its pipe- 
line system.” 

** We shall thus refer to the period from January 1, 1955 to August 31, 
1958, involved in No. 2506. 
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Such temporary arrangements cannot be relied on as 
sources for gas. At a minimum, petitioner needed to en- 
gage in exploration and development sufficient to find and 
produce enough gas over and above ‘what it did produce to 
have avoided the overproduction from its own reserves and 
short-term purchases in the future. (BR. 4242-3). The cost 
required to eliminate this deficit can reasonably be charged 
to the customers of that period, ‘‘as a deferred maintenance 
expense’’, even though the sums needed to replenish peti- 
tioner’s supply of gas are expended later. (B. 4798-9). 


The deficiency in gas supply here described amounted 
to an average of 65,000 Mef per day during the period in 
question. (R. 4242-43).° Testimony was introduced as to 
the program needed during the period in order to have 
‘raised petitioner’s ability to produce gas by 55,000 Mef per 
day** by the end of the period, and thus substantially to 
‘replace the deliverability lost by the overproduction and 
imake it unnecessary to resort to stop-gap purchases. (B. 
4240-57 ; Ex. 101, 102, R. 6306-12). 


Exhibit 101 shows the cost of such a program, as follows 
(Sched. 1, Col. 8, R. 6307) : 


$ 6,970,880 
4,771,850 


* 87,384,000 Mcf (Ex. 98, R. 6301) divided by 1389, the number of days 
between January 1, 1955 and August 31, 1958. 
98, as actually intro- 
(BR. 62025 cf. 


; amounts to 55, 
' Mr, Hinton develo) 


i 
liver the gas needed ducing. Ex. 101, 
the and 


' 102, R. 6806-12) was based on r day, 
' thus will produce somewhat less than the 65,000 Mcf actually needed. 
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This is the additional amount that petitioner needed to 
spend as a minimum during the closed period over and 
above what was actually spent for the exploration and de- 
velopment of new gas reserves. It amounts to 5.65 cents 
per Mef for the 368,416,000 Mcf produced by petitioner 
during these 44 months. To produce an additional 65,000 
Mef per day, instead of 55,000, the cost would have been 
65/S5ths of the above, or $24,595,714, and 6.67 cents per 
Mef. 


The over-all amount allowed by the Commission under 
the cost rate base method is approximately 4.7 cents, which 
covers out-of-pocket operating expenses, unproductive ex- 
ploration and development expenses, and depreciation and 
depletion plus a 6% return on the productive exploration 
and development expenses.* If the minimum of 5.65 cents 
be added to 4.7 cents the total is 10.35 cents, which is almost 
exactly the weighted average field price of 10.45.°° For the 
6.67 cents actually needed, the total would be 11.37 cents. 
Expenditure of the additional 6.67 cents would have done no 
more than prevent the erosion of petitioner’s production 
capacity which actually occurred during that period. Thus 
the program relates solely to the closed period and provides 
a measure of the minimum financial need of that period only. 


It is, of course, impossible now for petitioner actually to 
undertake exploration between 1955 and 1958. Petitioner 
introduced evidence, however, as to the cost of a much 
larger program which would produce 200,000,000 Mcf per 
year for five years in the future, and would enable it not 
only to restore the deficiency which occurred in the 1955-58 
period but would also generate additional capacity to main- 


* The trial examiner had allowed 4.1663 cents per Mcf (R. 8406, 7786), 
but the Commission made some upward adjustments (R. 8405-8), which 
petitioner was to take into account in filing a recomputed cost of service 
(R. 8419). The upward adjustments raised the 4.1663 cents to 4.7 cents. 


** The program was, of course, worked out before the Commission’s 
decision was known. 
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tain deliverability in the future (R. 4215-17, 4485-7, 4236-7, 
4919-20; Ex. 97, R. 6294). This program would involve the 
expenditure of $42,000,000. (R. 4801; Ex. 97, Sched. 1, Col. 
i9, R. 6295). Petitioner provided assurance that if it were 
given added incentive by allowance of the amount sought it 
‘would embark on this program, which would include the 
iamount needed to cover the deficit in petitioner’s ability to 
deliver gas created between 1955 and 1958 and substantially 
more. (R. 4788, 4801-2). 


The cost of the portion of that program which would make 
‘up for that deficit—the $24,595,714, or 6.67 cents per Mcf, 
referred to above—is properly includible in the rates here 
‘being determined for that period, above the 4.7 cents so far 
‘allowed. To allow petitioner the equivalent of 10.45 cents 
‘for its gas would, therefore, not cause consumers during 
the closed period to pay more than was then needed to main- 
tain at the same level petitioner’s ability to deliver gas. 


2. Adherence to the cost rate base formula has discour- 
‘aged pipeline companies from exploring for additional gas 
‘veserves. The Commission recognized in its Opinion No. 

269 (13 F.P.C. at 75; No. 16584, R. 26236-37) that the rate 
making policies of the Commission itself have contributed 
‘to the steady decrease in the proportion of pipeline pro- 
' Auced gas. See pp. 5-6, supra. And the record here demon- 
' strates that petitioner’s actions have been consistent with 
the Commission’s findings in that case. 


During the years preceding the Commission’s allowance 

i of the average field price in No. 269, 1952 and 1953, when 
' the Commission’s staff was opposing departure from the 
cost basis, the petitioner drilled no exploratory wells (R. 
3572-74). All wells drilled during that period were drilled 

' for protective purposes, either because leases were expiring 
‘ and the cost of renewal thereof would have been prohibi- 
| tive,* or to prevent drainage of petitioner’s property by 


* The customary form of lease expires in a specified time if there has 
been no production from the property. 
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adjacent producers (ibid.). The company’s ‘‘policy was al- 
most exclusively to drill in the proven areas of the Hugoton 
field”’. (R. 3573). 


After the Commission’s decision in No. 269, in April, 
1954, the petitioner undertook new geophysical surveys, the 
acquisition of new acreage, and the drilling of exploratory 
and ‘‘step-out’’* wells, and this continued on an expanding 
seale in 1955 and the first nine months of 1956 (R. 3574-79). 
Upon receiving notice of the denial of certiorari in the City 
of Detroit case in October, 1956, the company 


«* *© © issned instructions to our drilling superin- 
tendents to complete only those gas wells which were 
in the process of being drilled. This policy is still in 
effect, and except possibly for protective leases to hold 
leases and prevent drainage, we are not going ahead 
with any further exploration and development of our 
own gas properties until we are sure of realizing the 
value of our gas.’’ (R. 3580-81). 


Thus, even though petitioner’s proved reserves remained 
approximately the same during this period (Exs. W, X, Y, 
Z, R. 6749-52),°* this resulted from the further development 
of semi-proved acreage with little risk, not by reason of 
tapping undeveloped areas as a consequence of new explor- 
ation. Since the pressure in petitioner’s producing forma- 
tions decreases as gas is withdrawn, it is necessary to do 
more than maintain the same quantity of reserves in the 
ground in order to be able to keep delivering the same 
amount of gas to consumers. See pp. 9-10, supra. 

* A “step-out” well is one which tests territory adjacent to a successful 
“wild cat” well, and therefore is “a little less risky, but it still is risky” 
(B. 3578-79). 

** These reports on the Commission’s standard form stated that “it is 


not intended that estimates of gas reserves should be reported for un- 
proven fields * * *”. 
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The Commission’s Decisions. 


On April 27, 1961 the Commission rendered its decisions 
in both Nos. 2506 and 1116 (BR. 8399; No. 16584, R. 27485), 


| and denied rehearings on June 26, 1961 (R. 8471; No. 16584, 
| R. 27542). In the latter case, in Opinion No. 269A, the 
| Commission merely stated that there bad been full hearing 


and full presentation of the issues in No. 2506, and that the 
determination and reasoning in that opinion would be fol- 
lowed in No. 1116, without reopening of the record in that 


| ease. (No. 16584, R. 27486-87). With respect to the amount 
; to be allowed for the gas produced by petitioner, the Com- 
; mission found that petitioner ‘‘in this record has not sup- 


ported its contention that it should be allowed a commodity 
value’’ (No. 16584, R. 27487)—although the record in No. 


| 1116 had neither been reopened nor consolidated with that 
| in No. 2506, so as to give petitioner an opportunity to intro- 
, duce such evidence after the Detroit decision. 


We turn therefore to Opinion No. 344 (BR. 8399), issued in 
‘No. 2506. 


(a) With respect to petitioner’s contention that it should 


: receive 10.45 cents for its gas, the Commission found that 
| the ‘‘difficult’’ test established by the City of Detroit case, 
| which ‘‘contemplates a showing of what is needed above the 


cost of service in order to encourage exploration and de- 
velopment’’ (R. 8405) had not been met—althongh it specif- 
ically declared that the amount it was allowing ‘‘will be 
nowhere near what appears to be required to encourage a 

| vigorous and continuing program of exploration and devel- 
opment’. (R. 8406). 


i The Commission refused to give any weight to peti- 
| tioner’s justification of the price of 10.45 cents on the 
| basis of the additional cost of the exploration and develop- 


16 


ment program required to be undertaken during the closed 
period in order to maintain the deliverability needed during 
that period, as well as by the cost of the larger program 
proposed to maintain deliverability for the next five years. 
Its reasoning was that these amounts had not actually been 
spent during the closed period, and that there was no 
justification for charging petitioner’s customers during 
that period with the cost of a ‘‘hypothetical’’ program not 
undertaken at that time, even if it be assumed that ‘‘such 
a program was needed’’ (R. 8404). 


The Commission also rejected petitioner’s argument that 
consumers could save large amounts if petitioner were 
granted the average field price. Although it did not deny 
that this price would be from four to six cents lower than 
the current contract price which petitioner would have to 
pay and would pay if the incentive to produce its own gas 
was destroyed, the Commission stated that the field price 
would still be higher than the amount allowed on a cost 
basis (R. 8404-5). But this ignores what the Commission 
found in Opinion No. 269 (supra pp. 5-6), and did not retract 
in Opinion No. 344, that use of the cost rate base method was 
driving, and would continue to drive, pipelines out of the 
production business, so that in the long run the lower price 
would not be available. 


(b) The Commission held that the decision of the Fifth 
Cireuit in El Paso Natural Gas Company v. Federal Power 
Commission, 281 F.2d 567, certiorari denied sub nom. Cali- 
fornia v. Federal Power Commission, 366 U. S. 912°, re- 
quired it to reject petitioner’s argument that the purpose of 
the tax deductions for percentage depletion and intangible 
drilling costs could not be achieved if the tax savings under 
those provisions, which were designed to encourage explora- 
tion and development, were transferred from petitioner to 
its customers (R. 8409). 


* The petition for certiorari did not relate to any question in issue here. 
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(ec) The Commission found (R. 8415-17) that petitioner 
was entitled only to a rate of return of 6% on its production 
properties, on the basis of evidence as to rate of return for 

i pipeline properties (on which it had allowed 554%), and in 
the absence of any evidence supporting such a return for 
production properties (See pp. 52-57, infra). The only 

: evidence on the latter subject, that offered by petitioner in 

: Exhibits 106 and 116 (R. 6320, 6388), had been excluded at 

the hearing (R. 4674-5, 4700-1, 8356), and was only admitted 

as relevant in the Commission’s order on rehearing (R. 

8473-4). 


(d) With respect to the crediting of the revenues from 
the extraction operations at Sneed and Liberal, the Com- 
mission found, that, despite additional evidence showing 
the small proportion of the extracted gasoline which con- 
tributed to the efficiency of petitioner’s pipeline, the City 
of Detroit case required crediting of the entire profit from 


the extraction plants, and not only the portion applicable to 
the extracted gasoline which did improve pipeline efficiency. 
(BR. 8410). 


The petitions for review here assert error by the Com- 
mission in the four parts of its opinions which have been 
| summarized, and also in deciding No. 1116 on the basis of 
' evidence in a different proceeding covering a different 
period of time. 
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Statement of Points 
The Federal Power Commission erred: 


1. In not allowing 10.45 cents in No. 2506 and 8.44 cents 
in No. 1116 for the gas produced by petitioner. 


2. In not allowing petitioner the amount actually needed 
for sufficient exploration and development to enable it to 
maintain its ability to produce the same quantity of gas. 


3. In holding that it could not take into account, in de- 
termining what was needed for the above purposes, any 
thing more than was actually spent by petitioner during 
the periods involved, even if this was insufficient to satisfy 
the need, and even though the periods terminated before 
petitioner’s right to the money to be used for such purposes 
had been determined. 


4. In failing to give effect to the intention of Congress 
in granting special tax allowances to oil and gas producers 
in order to encourage exploration and development, either 
by allowing petitioner to retain the amount of these al- 
lowances or the sums found actually necessary for the 
effectuation of those purposes. 


5. In allowing petitioner only a 6% rate of return on its 
production properties. 


6. In crediting to petitioner’s pipeline cost of service 
all of the profits from hydrocarbon extraction plants, when 
only a small portion of the extraction contributed to the 
efficiency of the pipeline, instead of crediting only the por- 
tion of the profits representing the percentage of the ex- 
traction beneficial to the pipeline operation. 


7. In deciding No. 1116 on the basis of the record in 
No. 2506. 
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SUMMARY OF ARGUMENT 


I. A. The City of Detroit case (97 U.S. App. D.C. 260, 

: 930 F. 2nd 810) held that a pipeline can be given an allow- 
- ance over and above the rate derived from the cost rate base 
formula to the extent necessary to encourage exploration 
and development, and the El Paso case (281 F. 2nd 567) in 

' the Fifth Circuit indicated that such allowance was required 
in order to carry out the purposes of the special tax deduc- 
tion statutes for the oil and gas industry. The Commission 
‘has held, however, that petitioner is not entitled to any 
' allowance for the additional amount needed, as the Commis- 
sion assumed it was needed, for exploration and develop- 

| ment, because petitioner did not actually spend the amounts 
| claimed to be necessary during the closed period, when its 
‘right to retain the funds for the support of such expendi- 
tures had not been recognized. Since a business cannot base 
its expenditures upon hindsight, obviously the amounts 


| spent during such a period do not measure the need. 


To require consumers during the closed period to pay 

' for more exploration than was actually then undertaken is 

not unfair. Consumers during any period should properly 

| be required to pay for the restoral of the producers’s ability 

| to deliver as pressures decline, as well as for the replace- 

' ment of the gas they consume. This is a proper maintenance 

i charge allocable to the rate payers of that period; by reason 

of their consumption the need for replacement is incurred 

| during that period, notwithstanding the fact that the re- 

quired maintenance may be deferred to a later time, after 

' petitioner knows that the amount needed will be made 
available to it by the Commission. 


- BParthermore, the Commission’s decision is inconsistent 
with its own finding that the amount allowed ‘‘will be no- 
i where near what appears to be required to encourage a 
vigorous and continuing program of exploration and de- 
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velopment.’’? On the basis of this conclusion, the Commis- 
sion should have allowed the amount it deemed sufficient 
for those purposes. The amount needed for a program of 
any size could easily have been computed from petitioner’s 
evidence. The Commission should not have thrown up its 
hands and said: 


“We know from the evidence that what we are giving 
you won’t enable you to do the job which we and the 
courts have said is in the public interest, but we can’t 
give you anything because you won’t make up the past 
deficiency in exploration and development until after 
we let you have the money.”’ 


In view of the regulatory lag which results in new rate 
filings before a proceeding is finished, and thus, as here, 
converts cases originally involving future rates to proceed- 
ings for closed periods, the consequences of such a position 
would be that producers would never be granted the 


amounts needed for expenditures which everyone agrees 
are for the public good. This interpretation of the proof 
of need required by the Detroit decision is obviously er- 
roneous, and does not provide a rational basis for the 
Commission’s conclusion. 


The reason that the cost rate base formula is inappropri- 
ate for a wasting asset industry in which costs are rising is 
that it does not provide the funds needed for replacing 
either the gas or the gas pressure consumed. These amounts 
must come out of production revenues if the business is 
to continue. To allow depreciation and a small return on 
the original investment, plus the cost of unproductive drill- 
ing, which is all that is permitted under the Commission’s 
cost rate base formula, will clearly not be sufficient. This 
has been recognized both by Congress and by the Commis- 
sion on other occasions. The Commission held otherwise 
here because of the reversal in the Detroit case. But that 
ease holds that the Commission may, and El Paso that it is 
required to, go beyond the cost rate base method to the 
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| extent necessary for exploration and development, and 
' this obviously means exploration and development in the 
' full sense and not merely the drilling of dry holes. 


The evidence shows that the 10.45 cents sought by peti- 
i tioner here was fair to consumers, as several state com- 
missions and customers supporting petitioner declared. 
This was substantially less than the current market price 
i during the period, which includes many rates which the 
: Commission permitted to become effective. Consumers will 
: not benefit from lower rates based on cost, since this will 
deprive petitioner of the incentive to produce, and force 
; consumers in the future to pay for gas purchased by peti- 
| tioner at higher rates. Decisions since Detroit show that 
the Commission was not tied to the cost rate base method 
‘as a point of departure if the interest of consumers was 
' otherwise shown to be adequately protected. Minneapolis 
| Gas Company v. Federal Power Commission, 294 F. 2nd 
' 912, 216-17 (App. D.C., 1961) ; Forest Oil Corp. v. Federal 
Power Commission, 263 F. 2nd 622 (C. A. 5, 1959); Wis- 
consin v. Federal Power Commission, No. 16175 (App. 
D.C.), decided November 30, 1961. 


B. The percentage depletion and intangible drilling costs 
deductions in the Internal Revenue Code are Congressional 

' recognition that a producer of gas needs these amounts to 
encourage exploration and development. If these benefits 

' must be passed on to the consumers, as the Commission has 
now held is required by the El Paso decision, the Congres- 

. gional purpose is defeated. Moreover, the Commission 
overlooked the holding in El Paso that, although the tax 

| benefits as such were not to be treated as the amount needed, 
it was the Commission’s ‘‘duty’’ to heed the legislative in- 

‘ tention manifested in the taxing provisions, and to fix a 
rate that would include the ‘‘amount actually necessary’’ 
to provide ‘‘compensation for consumption of the gas and 
an increment for incentive’’ (281 F. 2d, at 573). The Com- 
mission here erred in allowing neither the amount of the 


tax saving nor the amount actually needed to accomplish 
the same purposes. 


C. No evidence supports the Commission’s finding that 
petitioner should be allowed only a 6% rate of return on its 
production properties. All the evidence relied on by the 
Commission as to what would be a fair rate of return related 
to the return needed for the pipeline properties, which do 
not involve the element of risk and the need for exploration 
and development. Petitioner’s evidence that substantially 
more was necessary for the production of gas was disre- 
garded, although it was the only evidence relating to the 
rate needed for gas production. Obviously the $29,770 ad- 
ditional allowed on production properties above the 534% 
allowed on petitioner’s pipeline properties would be of no 
significance for that purpose. 


Il. Petitioner has hydrocarbon extraction operations at 
Sneed, Texas, and Liberal, Kansas. In the City of Detroit 
case, the Court, reversing the Commission, held that since 
the removal of the hydrocarbons improved the efficiency 
of, and was incidental to, the pipeline operation, the profits 
from the extraction plants should be credited to the pipe- 
line. Here, though not in Detroit, the evidence demon- 
strated that only a small percentage of the hydrocarbon 
extraction was beneficial to the pipeline. It is established 
that none of the profits (or losses) of extraction plant op- 
erations are chargeable against pipeline costs when the 
extraction is of no value to the pipeline. It thus does not 
make sense to attribute all the profits (or losses) to the 
pipeline when only a portion of the extraction aids pipeline 
efficiency. Only the percentage of revenues attributable to 
the portion of the operations beneficial to the pipeline can 
reasonably be charged to the pipeline account. 


The Commission’s decision to the contrary was not an 
exercise of independent discretion, but was based entirely 
on the Detroit decision. The Commission has read the De- 
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troit case too restrictively in reference to facts which were 
not then before the Court, the significance of which the 
Court obviously did not consider. 


III. Petitioner believes it erroneous for the Commis- 
sion to have decided No. 1116 upon the basis of the evi- 
dence in No. 2506, without consolidating the proceedings. 
Nevertheless, since petitioner would have introduced sim- 
ilar evidence in No. 1116, it suggests, in line with the Com- 
mission’s method of treating the cases, that it would be 
appropriate for this Court to dispose of No. 1116 on the 
basis of its decision in No. 2506. If the latter is reversed 
on grounds dependent upon evidence which petitioner was 
precluded from offering in No. 1116 because of the Com- 
mission’s failure to re-open the hearing in that case, peti- 
tioner should be given an opportunity to offer such evi- 
dence. 


ARGUMENT 
Introductory 


The principal questions in this case—how a pipeline 
should be compensated for the gas it produces itself, and 
to what extent profits (or losses) from plants for the ex- 
traction of gasoline and other hydrocarbons should be 
eredited to (or charged against) the cost of operating the 
pipeline—were orginally decided by the Commission in 
favor of petitioner. Opinion No. 269, 13 F.P.C. 53; No. 
16584, R. 26192. The Commission has now found itself con- 
strained by judical decisions in the City of Detroit and El 
Paso cases to reach results contrary to its original rulings 
on these points. It is petitioner’s position that the Com- 
mission has misconstrned those decisions, that they did not 
compel it to reach the conclusions it did, and that in giving 
too restrictive an interpretation to those opinions rather 
than exercising independent discretion, the Commission ap- 
plied erroneous standards of law to the issues here pre- 
sented. 
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L 


THERE CANNOT BE SUFFICIENT EXPLORATION 
AND DEVELOPMENT TO MAINTAIN PETITION- 
ER’S PRODUCTION OF GAS UNLESS PETITIONER 
Is ALLOWED MORE FOR ITS GAS THAN THE 
AMOUNT COMPUTED UNDER THE CONVENTION- 
AL COST RATE BASE METHOD. 


The first question here presented is whether petitioner 
is precluded from obtaining more than a rate computed 
under the conventional cost rate base formula for that por- 
tion of its gas which it produces for itself. 


The Commission found in Opinion No. 269, and this 
Court accepted that finding in the City of Detroit case, that 
there were definite advantages to the public in having a 
pipeline company produce gas from its own wells and not 
be dependent entirely on others. See pp. 3-6, supra; 97 U.S. 
App. D. C. at 267, 230 F. 2d at 817. If a pipeline company is 
to continue to produce gas for its line, the rate must include 
an amount needed for sufficient exploration and develop- 
ment to enable the company to maintain the delivering ca- 
pacity of its existing reserves. This can be done either by 
determining directly the amount needed or on the basis of 
the average price of gas in the field. The basic defect in 
what the Commission did is that it allowed neither of these 
amounts. Furthermore, even under the Commission’s cost 
rate base formula, it should at least have permitted re- 
tention of the advantages of special tax benefits granted 
by Congress to encourage exploration and development by 
all producers and granted a substantially higher rate of 
return. 


This Court in the City of Detroit case has held that the 
Commission appropriately could, and the Fifth Circuit in 
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: El Paso that it should, include in the rate the sums needed 
to encourage exploration and development of pipeline 
: owned gas, but that the amount needed could not be deter- 
mined solely by mechanical application of formulas such 
i ag the average field price or the statutory tax depletion 
and related allowances. Yet the Commission, largely on the 
basis of these decisions, has barred all the paths over which 
petitioner was seeking adequate allowance for the gas it 
' produces, including the paths which the courts recognized as 
lawful and proper. 


In subsections A, B and C of Point I, petitioner argues 
(A) that the Commission’s failure to allow the amount ac- 
tually needed for exploration and development was based 
upon a misconception of the Detroit decision, is inconsistent 
with El Paso, and finds no rational basis in the Commis- 
sion’s own analysis; (B) that the Commission’s refusal to 
give effect to the intention of Congress in granting the tax 
allowances was not compelled by the El Paso decision but is 
in conflict with it; and (C) that the rate of return allowed 
for petitioner’s production operations finds no support in 
the evidence and plainly is insufficient for the encourage- 
ment of exploration and development.*® 


If a pipeline company is allowed the market value of the 
gas as a commodity, it is not entitled to more for its pro- 
duction operations.** There would then be no need to con- 
sider what rate of return should be granted on the produc- 
tion properties or what allowances should be made for taxes 
or other expenses relating to production. 


* As will appear, the matters considered in Subsections B and C contain 
additional reasons why the relief sought in Subsection A should be 


granted. 
** This was the Commission’s conclusion in No. 269, 18 F.P.C. 53, 76; 
No. 16584, R. 26238. 
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A. The Commission’s denial of a rate above that com- 
puted under the cost rate base formula is based upon 
a misconception of this Court’s decision in the City 
of Detroit case and is inconsistent with the Commis- 
sion’s own conclusions. 


As has been pointed out (supra, pp. 3-6), the Federal 
Power Commission first held in Opinion No. 269 that the 
public interest required allowing petitioner the weighted 
average field price, but this Court reversed on the ground 
that the Commission could not increase rates, over and 
above those allowable under the conventional rate base 
method. ‘‘for the purpose of encouraging exploration and 
‘development, or the ownership by pipeline companies of 
their own producing facilities,’? unless the additional 
amount is shown to be actually needed for those purposes. 
(97 U.S. App. D.C. at 267, 230 F. 2d at 817). 


As appears at pp. 10-13, supra, in order to satisfy the test 
approved in the Detroit case, petitioner introduced evidence 
that the amount actually needed for the approved purpose 
was at least as great as the 10.45 cents average field price. 
The Commission has now held, in No. 2506, that petitioner 
has not proved that this much was needed. But at the 
same time, the Commission candidly recognized that peti- 
tioner’s evidence ‘‘shows the need of additional gas,’’ that 
its “‘present production rate cannot be maintained in- 
definitely’? from its present reservoirs, that ‘‘the require- 
‘ments of Panhandle’s markets are increasing’’ (R. 8405), 
and that ‘‘the increased amount of money allowed, it is 
indicated, will be nowhere near what appears to be required 
to encourage a vigorous and continuing program of ex- 
ploration and development ....’’ Yet the Commission pro- 
vided petitioner no allowance for incentive to engage in 
these beneficial activities on the ground that ‘‘the record 
does not support more.’ (R. 8406. Italics supplied.) 


This conclusion, that the amount allowed would not be 
nearly enough to encourage vigorous and continuing ex- 
ploration and development, was presumably based on the 
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record, for there is nothing else upon which it could have 
been based. Thus the Commission has held that although 
the record indicates that more than it allowed was needed 
to encourage exploration and development, the Commis- 
sion could allow nothing more because it regarded the 
proof as inadequate to meet the requirements of the City 
of Detrott opinion. 


We submit that the Detroit opinion, read most strictly,° 
does not cireumscribe the Commission so as to force it to 
grant an amount which is ‘‘nowhere near what appears to 
i be required’? (R. 8406) for the purposes which Court and 
i Commission have both said were in the public interest. 
: Moreover, on the basis of its own conclusion, the Commis- 
' gion should have allowed the amount it deemed sufficient 
to encourage ‘‘a vigorous and continuing program of ex- 
' ploration and development”, if it was not satisfied that the 
evidence established that petitioner had proved the entire 
amount claimed. It should not merely have thrown up its 
' hands, and said, ‘‘We know from the evidence that what we 
are giving you won’t enable you to do the job, but since 


| * Developments based on experience in the six years since the City of 
' Detroit decision bear upon the rigidity with which that case should be 
interpreted. Although the Court there said that the conventional rate 
' base must “continue to be used at least as a point of departure” in fixing 
' producer’s rates (97 U.S. App. D.C. at 268, 230 F.2d at 818), it is clear 
| that that is no longer required. Wisconsin v. F.P.C., No. 16175 (App. 
' D.C.), November 30, 1961, affirming Phillips Petroleum Co., 24 F.P.C. 
| 587; Minneapolis Gas Company v. F.P.C., 294 F.2d 212, 216-217 (App. 
D.C., 1961); Forest Oil Corp. v. F.P.C., 268 F.2d 622 (C.A. 6, 1959). 


| Although the Phillips case and the area price regulations announced at 

the same time (Statement of General Policy No. 61-1, September 28, 1960, 
24 F.P.C. 818) were concerned with ind lent B paces) the Com- 
mission ized in this case (R. 8404) that the Minnea lis Gas deci- 
sion “might likewise apply to pipeline producers,” and “that a new ap- 
proach is necessary for the pipeline producers as well as the independent 
producers” (R. 8405). In El Paso Natural Gos Co. v. F-P.C., 281 F.2d 
567, 570 (C.A. 5, 1960), the Court said: 


«|. So far as relates to that element of cost of service that repre- 
sents the price at which the gas is to be delivered to the transmission 
lines of El Paso after production is completed the so-called 2well- 
mouth investment of El Paso may be viewed as if it were the prop- 
erty of an independent regulated producer.” 281 F.2d at 570. (Ital- 
ics supplied) 

See also Olin Gas Transmission Corp., 17 F.P.C. 685 (1957); Pan Amer- 


ican Petroleum Corp., 19 F.P.C. 468, 468 (1958); Union Oil Corp., 17 
F.P.C. 89, 91 (1957) ; El Paso Nat. Gas Co., 13 F.P.C. 421, 426 (1954). 


28 


you did not prove your entire claim, we will give you 
nothing.’’® 


The facts proved in the record here are sufficient to 
justify an allowance of the 10.45 cents sought by petitioner, 
under any reasonable interpretation of the Detroit opin- 
ion. The Commission has construed the case, however, so as 
to make it impossible to prove the amount needed to en- 
courage a pipeline to engage in exploration and develop- 
ment in any case in which the rate period involved expired 
before the end of the proceeding—which was the situation 
at the time of the Court’s opinion in the Detroit case itself, 
and is also true in most other FPC proceedings.*® 


1. The Record Establishes that 10.45 Cents Per Mcf was 
Needed to Encourage the Required Exploration and De- 
velopment and was Properly Chargeable to Petitioner’s 
Customers During the 1955-58 Period. 


(a) The allowance for exploration and development is not 
properly restricted to the amount spent during the closed 
period, before petitioner knows whether the Commission 
will allow it the amount needed for those purposes. 


The Statement (pp. 10-13, supra) summarizes the evi- 
dence as to the cost of the program which needed to be 
carried out during the 1955-58 period to avoid any deficit in 
petitioner’s ability to deliver gas to consumers. The mini- 
mum amount of money needed forthe lesser of these pro- 
grams was 5.65 cents more per Mef than the 4.7 cents actu- 
ally allowed, so that the total amount needed was 10.35 


* The Commission could readily have determined the amount which was 
needed. Mr. Hinton’s computations of the cost of additional exploration 
and development (see pp. 10-13, supra) were directly proportional to 
the quantity of new gas required to be made available each year. He took 
jnto account the acreage and the number of wells needed to produce a 
certain quantity of gas (after allowing for dry holes and oil producers), 
the average cost per well, the average production per well, and other ex- 
penditures associated with exploration. (R. 4218-39, 4244-57; Exs. 97, 
101, 102, R. 6294-9, 6306-12). The accuracy of the cost figures upon 
which his calculations were based has not been disputed in the record. 


** This results from the steadily increasing costs of purchasing and 
producing gas, which have required natural gas companies to file higher 
schedules periodically at shorter intervals than are consumed by F.P.C. 
rate cases. 
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cents, as compared with the weighted average field price 
of 10.45 cents.*° (Supra, p. 12). The larger program 
actually to be undertaken in the future required a greater 
expenditure. 


Except for criticism going to a part of one of the pro- 
grams,** the Commission’s opinions do not question the 
figures in these programs or the manner in which they were 
calculated. The Commission rejected the programs as a 
whole as not entitled to consideration in satisfying the test 
prescribed by this Court, because they were not limited to 
the amount actually spent for exploration and development 
during the 44 month period—even though that was less than 
was needed for those purposes. Its reasoning was that it 
was ‘‘not able to found an additional allowance for the 
produced gas on a hypothetical program of expansion that 
Panhandle says it should have undertaken during the past 
refund period but did not do so, even if we assume that such 


a program was needed.’’ (R. $404.) (Emphasis supplied). 
And it added: ‘‘There is no reason why Panhandle’s cus- 
tomers during the refund period should be charged with a 
future expansion program.’’ (Ibzd.) 


The Commission’s position means that petitioner is not 
entitled to any additional allowance for the amount needed, 
as the Commission assumed it was, for exploration and de- 


* The difference between these two amounts is, of course, de minimis. 


**In its order denying rehearing, the Commission stated that Pan- 
handle admittedly bought gas “instead” of carrying out the program of 
exploration and development which should have been undertaken in 1955- 
1958, and that Panhandle’s customers should not be charged “both with 
purchased gas costs and also with an exploration and development pro- 
gram designed to replace the reserves during this locked-in period” (R. 
8472). This was a reference to the short-term purchases of 40,841,000 
Mef during that time (Ex. 98, Line 10, R. 6301) ; the criticism could not 
apply to the replacement of the 46,543,000 Mcf which was overproduced 
from petitioner’s wells. (Ex. 98, Line 9, R. 6301; R. 4239-41). The 
latter in itself exceeded the 43,400,000 Mcf which the program would 
have produced during this period (Ex. 102, Col. 5, R. 6312). Thus the 
program would not be replacing purchased gas, but gas drawn too 
rapidly from petitioner’s own reserves, and consumers would not be 
paying for the same gas twice. Furthermore, to shift the portion of the 
supply provided by the temporary short-term purchases to long-term 
contracts would be more expensive to consumers than having petitioner 
undertake the production itself at the price here requested. 
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velopment, because it did not actually spend that amount 
during a period when its right to receive and retain the rev- 
enue needed to support such expenditure was not recog- 
nized.* But petitioner could not be expected to expend the 
larger amount for exploration and development before it 
knew that this would be reflected in its revenues. A program 
for the expenditure of millions of dollars cannot be under- 
taken if petitioner cannot ‘‘bank on the price we are going 
to get for the gas’’ (R. 5032). As petitioner’s vice presi- 
dent testified, expenditures cannot be based upon ‘‘hind- 
sight’? (R. 4796). ‘‘Any corporation must estimate and 
budget its revenues and expenses in advance...’ (Ibid.). 
“It cannot await the conclusion of a given budget period 
to ascertain retrospectively the amount which it would 
have been warranted in spending’’ (R. 4795). It is thus 
clear that the amount actually spent during a period when 
the right to an allowance for the amount actually needed 
was being challenged does not measure the need. 


Farthermore, it is not unfair to consumers during the 
closed period to be charged with a future exploration pro- 
gram designed to make up for what should have been spent 
during those years to provide and maintain the petitioner’s 
ability to deliver the amount of gas needed during that 
period (R. 4798). Consumers in any period use up not 
only gas but the producer’s power to deliver gas; they 
should be charged with the costs necessary to replenish 
both. If they are not so charged, then such customers will 
have been given an unfair advantage in terms of lower 
than normal costs, while future customers will be unduly 
burdened by having to pay the cost of developing a deliver- 
able supply of gas sufficient to make up for the decline in 
deliverability during the past period. 


The situation is similar to that of deferred maintenance. 
Although the wear and tear may be incurred in one year, 


* Except at the Commission level for the period prior to the City of 
Detroit reversal. 
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' the proportion of the maintenance which should have been 
spent during that year is sometimes deferred to a later 
time. Such maintenance nevertheless is a true cost of the 
' earlier period, and the customers during that period are 
properly charged with it. Failure to provide for restoration 
of production capacity for a given period is not significantly 
different from failure to provide for wear and tear. 


The amounts here claimed by petitioner do no more than 
charge the customers which received the gas with their 
fair share of the costs attributable to that production.* The 
issue therefore is not whether the program is actually 
carried out during the period in question, as the Commis- 
sion treated it, so long as there is assurance that it will 
actually be undertaken in the future. 


We submit that the Commission erred in construing the 
Detroit decision—which authorized recognition of the 
amount needed to encourage pipeline exploration and de- 
velopment—as limiting it to the amount spent for explora- 
tion and development during a past period in which the 
company could not know that it would receive more for 
its gas than a rate based on bare costs. That decision could 
not have meant that proof of the need for a rate higher 
than that derived from the cost rate-base formula could 
be established only by proof that a company had spent 
more than the amount allowable under that formula while 
the company’s right to revenues which would cover the 
additional sum was in litigation. No company could long 
remain in business if it were operated on such a basis 
(R. 4795-6). 


In view of the long regulatory lag—which in F.P.C. pro- 
ceedings seems unavoidable in view of the magnitude of 
the cases and the F.P.C.’s case load—and the steady in- 


* Petitioner’s vice president testified that this “is a charge that we must 
make good in the future, because unless the level of production activity 
for that period is to become part of a general liquidation of our produc- 
tion operations, we shall have to restore the availability which was dim- 
es deferral of a portion of the exploration and development” 
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crease in the cost of finding and producing gas, which makes 
it imperative for gas companies to file new rates before the 
proceedings as to prior filings are completed, the Commis- 
sion’s reasoning would make it impossible for anyone to 
justify departure from the cost rate-base method. But this 
Court has clearly held that it is permissible to deviate from 
that formula to the extent necessary to encourage explora- 
tion and development. City of Detroit, 97 U.S. App. D.C. 
at 267-8, 230 F. 2d at 817-818. Cf. Wisconsin v. Federal 
Power Commission, No. 16175 (App. D.C.) decided Novem- 
ber 30, 1961. 


The Detroit case itself was concerned with a period 
which had closed some time before the Court’s decision. 
The remand in that case would have been meaningless if 
petitioner’s right to show the amount needed for adequate 
exporation and development had been intended to be limited 
to the amount actually spent for that purpose in the pre- 


viously closed period. The remand by this Court must mean 
that petitioner was to be given an opportunity to demon- 
strate what expenditures should have been made, and 
would be made in the future, in an adequate and continuing 
program of exploration and development. Petitioner has 
made such a showing on this record. 


In its Opinion in No. 2506, the Commission characterized 
the test required by this Court in City of Detroit as a ‘‘dif- 
ficult one’’. (R. 8405). Actually, as the Commission in- 
terpreted and applied that test here, it would be inherently 
insurmountable. The Court could not have intended its 
ruling to be so construed. Under the Commission’s in- 
terpretation of the decision, however, petitioner is pre- 
cluded from establishing the need for anything more than 
what it actually spent in the past, even though such past 
expenditures did not measure the needs of the past and, 
admittedly, do not measure the needs of the future. 
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Moreover, the Detroit decision apart, the Commission’s 
declaration of inability to allow funds for a program not 
already carried out was an “‘anacceptable’’ reason for its 
failure to grant petitioner an appropriate allowance for 
exploration and development, which did not provide a ‘‘ra- 
tional basis for the conclusion’’ reached. Cf. City of De- 
troit, 97 U.S. App. D.C. at 271, 230 F. 2d at 821 ; Mississippi 
Valley Barge Line v. United States, 292 U.S. 282, 286-7; 
Rochester Telephone Corp. v. United States, 307 U.S. 125, 
146. 


Since the Commission was not limited to the considera- 
tion of actual past expenditures during the closed period, it 
should have determined—as it could have from petitioner’s 
uncontradicted testimony—the amount, over and above the 
admittedly insufficient amount it did allow, which was 
necessary to an adequate program of exploration and de- 
velopment. The evidence demonstrates that the 10.45 cents 


claimed by petitioner was essential for this purpose. But 
if the Commission, which recognized that more was needed 
than it allowed, was not satisfied as to this, it should have 
determined for itself how much more was needed on the 
basis of the evidence, not bound itself to applying the cost 
formula to the admittedly inadequate amounts that peti- 
tioner had spent during the closed period. 


(b) The cost rate base formula is deficient for a wasting asset 
business because it does not give adequate consideration 
to replacement of the products consumed. 


A basic cause of the difficulty here is the inappropriate- 
ness in a wasting asset industry of the cost rate-base for- 
mula designed for rate regulation of ordinary public util- 
ities, such as telephone or electric companies ‘‘rendering 
a service by means of a fixed plant and operation’’.* Such 

| companies may be adequately compensated by ordinary 


* Wisconsin v. F.P.C., No. 16175, supra, at p. 16 (slip opinion). 
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depreciation of their capital costs, plus a fair return there- 
on, plus operating expenses, including the prices of the 
materials they use. But when the regulated operation is the 
production of a wasting commodity, the business cannot 
continue unless its revenues enable it to restore or replace 
the product consumed. 


Petitioner, an early producer in the Panhandle-Hugoton 
field, developed the greater part of its present gas reserves 
in the 1930’s, when the cost of gas acreage was nominal— 
$1.00 per acre (R. 4956-57) compared to $50.00 at present 
(R. 4224, Ex. 97, Sched. 2, Note 2, R. 6296)—and the cost 
of exploration and drilling was low, while the volume of 
the reserves discovered was high. The amount of gas and 
gas pressure in these reserves is, of course, declining, and 
must be replenished if the producer is to maintain its ability 
to deliver gas to the consumers. Under the cost rate-base 
method, petitioner is entitled to depletion and depreciation, 


and a return, only on the basis of the small amounts origin- 
ally invested. But the present-day cost of finding and re- 
plenishing its gas reserves is many times the original cost 
of the gas withdrawn, so that the depreciation and depletion 
based on original costs is not nearly sufficient to cover the 
cost of replacement. 


The difficulty with the cost rate-base formula as applied 
by the Commission to natural gas producers, and that in- 
cludes pipeline companies to the extent that they produce 
their own gas, is that it makes no real allowance for this 
replacement factor. The item of ‘‘exploration and develop- 
ment’? in the Commission’s uniform system of accounts 
covers only unproductive drilling, delay rentals and the like. 
F.P.C. Uniform System of Accounts, effective January 1, 
1961, p. 91. But if the drilling is successful, the cost of the 
well is simply added to the capital account, and instead of 
recovering the cost of the year’s drilling, or any amount 
representing the value of the gas produced, the producer 
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‘ receives only a depreciation and depletion allowance and 
' a return (here 6%) on the investment in the well. But he 
| eannot keep producing unless the business provides the 
actual cost of whatever exploration and development, both 
productive and unproductive, is needed to replace the gas 
consumed.® 


The inappropriateness of using ordinary depletion and 
depreciation methods for a wasting asset industry has been 
recognized by Congress. The provision of the Internal 
Revenue Code (discussed in Part I-B, infra, pp. 44-51) per- 
mitting discovery depletion in lieu of cost depletion was 
intended to allow recovery of the fair market value of the 
mineral property produced; the substitution of percentage 
depletion in 1926 was to overcome administrative difficulties 
but to accomplish the same objective (see pp. 47-48, infra). 
Similarly, permitting intangible drilling costs to be treated 
as expenses in the year in which they were incurred rather 
than requiring their depreciation over the life of the pro- 
ducing property was a recognition of the fact that in the 
oil and gas business exploratory drilling is in reality an 
ordinary recurring expense rather than an investment in 
new capital (see p. 44, infra). 


The Commission itself has recognized that the use of 
the cost rate-base formula has contributed to the reluctance 
of pipeline companies to explore and develop new sources 
of supply for their lines (13 F.P.C. at 75, No. 16584, R. 
26236-7). 


The Commission recently pointed out in the Phillips 
Petroleum case (24 F.P.C. at 573) 


‘that oil and gas producers must have funds avail- 
able as their present wells are depleted to drill new 
wells and find new reserves. Since these new wells will 
cost a great deal more than the old ones, the oil and 


* “When you engage in a speculative business such as exploring for and 
oa of natural gas, the program has got to sustain itself” (R. 
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gas producers are being faced with the constant neces- 
sity of plowing back into their business a substantial 
part of their revenue above depreciation and depletion 
accruals.’’ 


The testimony here established that much more than the 
entire wellhead allowance under the rate-base method 
(which, of course, must cover operating costs as well as 
depletion, depreciation and a fair return) is necessary to 
encourage exploration and development. If a return based 
only on original cost were allowed, petitioner would not be 
able to maintain its ability to deliver gas without ‘‘plowing 
back’? much more than the entire return available from its 
production business. The return allowed by the Commission 
on the production properties (without an adjustment for 
lost tax benefits) amounted to $714,482 per year (R. 8551, 
Col 8, line 18), in contrast to millions of dollars needed 
merely to keep petitioner’s production of gas at the same 
level. See pp. 11-13, supra, Thus the amount allowed by the 
Commission makes it necessary for petitioner, if it is to 
maintain its reserves, to put back into the business every 
dollar of the return received for its production and many 
millions more, without anything left from the production 
end of the business for dividends to stockholders. 


Neither petitioner nor any company can or will continue 
to drain its funds for such purposes. Unless production 
revenues sufficient to provide the wherewithal for these 
expenditures are authorized—whether or not the expendi- 
tures are treated as ‘‘capital’’ as defined in the Commis- 
sion’s system of accounts—the only alternative is eventu- 
ally to withdraw from the production business, through 
failure to replenish gas reserves. 


Only because of what it regarded as the compulsion of 
the Detroit case did the Commission adhere to the cost rate- 
base standard here. But the Detroit decision, and also the 
El Paso case discussed at pp. 45-48, 51, infra, make it plain 
that the Commission may go beyond the rate-base method 
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to the extent needed for exploration and development, and 
. this obviously means exploration and development in the 
' true sense and not merely the drilling of dry holes. El Paso 
‘' put it in terms of ‘‘compensation for consumption of the 
| gas’? as well as ‘‘an increment for incentive’’ (281 F. 2d at 
583). Such a departure is necessary because the true cost 
of exploration and development is not covered by the cost 
rate-base formula as presently applied. 


In short, the actual amounts needed for sufficient explora- 
tion and development to maintain a producer’s capacity 
to deliver the same quantity of gas per year must be treated 
as the equivalent of a maintenance charge, and included in 
operating costs. This is what petitioner is seeking here— 
either as an actual allowance of the amount needed for those 
purposes, or in the form of a field or ‘‘area’’ price in which 
the factor is taken into account without regard to the 
rigidities of a system of accounting suitable for other types 
of utility operations. 


2. The evidence demonstrates that the amount requested by 
petitioner was fair to consumers. 


In determining whether to depart from the conventional 
rate-base method for evaluating gas produced by petitioner, 
the Commission is not confined to a consideration of the 
amount needed, over and above what is allowable under that 
formula, to encourage the exploration and development of 
new resources by the pipeline. If there were any doubt as to 
this under the City of Detroit decision, that doubt has been 
removed by subsequent rulings of this Court (Minneapolis 
Gas Company v. Federal Power Commission, 294 F. 2d 212, 
216-217 (1961)),* of the Fifth Circuit (Forest Ow Corp. v. 
Federal Power Commission, 263 F. 2d 622 (1959); Bel Ou 
Corp. v. Federal Power Commission, 255 F. 2d 548 (1958)), 

* Wisconsin v. Federal Power Commission, No. 16175, November 30, 
1961, supra, kin upheld the Commission’s authority to adopt an area 
rate system, makes this clear. But the other authorities cited in the text, 


all of which antedated the Commission’s decision in the instant case, show 
that even without area pricing the Commission was not so circumscribed. 
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and of the Commission itself (Pan American Petroleum 
Corp., 19 F.P.C. 463 (1958) ; Olin Gas Transmission Corp., 
17 F.P.C. 685 (1957); Phillips Petroleum Corporation, 24 
F.P.C. 537 (1960)). Those cases establish that there 
‘must’? be ‘‘evidence and findings addressed to the con- 
sumer interest as well as to the company’s interest,” but 
that there may be evidence as to this ‘“‘prime requirement”’ 
outside of that appearing in a conventional ‘‘cost of service 
rate based inquiry’’ (Minneapolis Gas Company v. Federal 
Power Commission, supra), although evidence as to the 
average field price alone is not sufficient (Forest Oil Corp., 
Bel Oil, City of Detroit cases, supra). 


The exploration and development programs needed to 
maintain petitioner’s ability to deliver gas, which have been 
described at pp. 10-13, supra, are justifiable primarily be- 
cause they will benefit the ultimate consumer. They demon- 
strate that to allow petitioner the 10.45 cents weighted aver- 
age field price would be just and reasonable to consumers. 
(See pp. 30-31, supra). Other evidence leads to the same 
conclusion. 


We point out preliminarily that this has been recognized 
in this very case by many consumers themselves. Petition- 
er’s position has been supported by the Public Service 
Commission of Indiana (R. 4282-3, 5232-33), the Missouri 
Public Service Commission (R. 5229-32), the Missouri Util- 
ities Company (R. 8151-3), and the Illinois Power Company 
(R. 5221-4).* Their reasons were that ‘‘adoption of the 
commodity value concept will result’? in consumers ‘‘ob- 
taining more gas at reasonable rates than would otherwise 


* The Commission noted (R. 8215) that Panhandle’s supplemental peti- 
tion to reopen the hearing for the introduction of additional evidence on 
commodity value was supported by filings “by the Public Service Commis- 
sion of Indiana, the Public Utilities Commission of Ohio, the State Cor- 
poration Commission of Kansas, and the following distributing company 
customers of Panhandle: Battle Creek Gas Company, Central Illinois 
Light Gomis , Central Illinois Public Service Company, Illinois Power 


Company, Michigan Gas Utilities Company, Missouri Power & Light 
Company, Missouri Utilities Company, Ohio Gas Company, and Toledo 
Edison Company,” and by letters “received from Central Indiana Gas 
Company, Citizens Gas and Coke Utility, Greenfield Gas Company, Inc., 
Indiana Gas Distribution Corp., Indiana Gas & Water Company, Inc., 
and Kokomo Gas and Fuel Company * * *” 
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be possible’’ (R. 8153) ; that giving petitioner that incentive 
to increase its production would help to ‘‘furnish the re- 
quired supply for the people in our state who want the 
service and are not getting it’? (R. 5232-3); and that gas 
so priced would be ‘‘substantially less expensive’? than 
gas produced today, so that ‘‘the more of this additional 
gas that is produced rather than purchased by Panhandle, 
i the greater the savings, therefore, to resale customers and 
ultimate consumers’’ (R. 5231). 


10.45 cents is substantially less than the prices which 
| would have been paid if petitioner purchased its gas at 
the current market prices. Indeed, it should be contrasted 
with the 14.6 cents average for long-term gas purchase con- 
tracts executed by petitioner during the 1955-58 period (Ex. 
. 103, R. 6313-14, R. 4767), and the average price of 15.5 cents 
, then paid by all pipelines in the Panhandle-Hugoton fields 
| for significant volumes of gas under contracts made during 
| the same period (R. 4262-3, 4767-8). During the last part of 
: 1958 and in 1959 almost all the new contracts were at prices 
ranging from 16 to 23 cents (R. 4262; Ex. 105 R. 6317). 
| Current market prices at the time of the hearing in 1960 
| ranged from 20 to 23 cents (R. 4265-66, 4468). This should 
' be contrasted with the 12.61 cents weighted average field 
price for the year ending May 31, 1959 (R. 4941-2, 4817-8; 
Ex. 112. Sched. 1, line 2, R. 6371). 


The weighted average field price (which takes into ac- 
' eount older contracts made at lower rates) has been, is and 
: will be substantially less than the market price current at 
: any particular time. As shown above the difference was 
| approximately 4 cents during the closed period, and over 6 
; cents in 1960. It was conservatively estimated that a differ- 
ential of 6 cents per Mcf would continue to exist, since the 
current market price had been increasing more rapidly than 
| the weighted average price (R. 4264-66, 4941-42).* To give 


* The current rates charged were, of course, rates which had been filed 
| with the Commission and which the Commission had permitted to become 
| effective. This testimony was given before the Commission’s announce- 
ment of its policy approving area prices, in its Statement of General 
. Policy No. 61-1, dated September 28, 1960, 24 F.P.C. 818. 
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petitioner an incentive to produce its own gas by allowing 
it the average field price will thus save consumers millions 
of dollars (R. 4264-6; Ex. 114, R. 6384), since otherwise 
petitioner will have to buy more gas at the higher current 
rates. 


The Commission admitted that there will be ‘‘a large dif- 
ference’’ between the amount it was allowing ‘‘and prices 
under recent contracts in the same area or other areas of 
the country” (R. 8406). But it pointed out that the con- 
sumer would still be paying more at the average field price 
than if the rate were based on the cost rate base formula 
(R. 8405). Of course, 10.45 cents is more than 4.7 cents, just 
as it is less than 14.6 cents. It is not sufficient, however, 
merely to consider the rates to consumers during the closed 
period. The whole point of encouraging exploration and 
development is to benefit the consuming public in the future 
by providing it with more and cheaper gas. Since explora- 


tion must precede production, often by a considerable time, 
the present-day consumer may—indeed must—fairly and 
properly bear his share of the expenses necessary to main- 
tain a continuing supply of gas. 


The alternative would thus not be for consumers to pay 
for pipeline produced gas only at the low cost rate base 
figure of 4.7 cents, or its future equivalent, but for them 
to pay for gas which petitioner purchased at higher prices. 
For if 4.7 cents were all it receives, petitioner cannot afford 
to continue exploring to replace its present owned reserves 
as they become exhausted. 


Rates, even for closed periods, must be related to long- 
run purposes and objectives. It would be unsound regula- 
tion indeed—from the standpoint of consumers—to fix 
rates for a natural gas company based upon the undue de- 
pletion of its gas reserves without providing for the re- 
plenishment of reserves. 


There is additional evidence, moreover, showing that 
during the 1955-58 period the 10.45 rate would be just and 
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‘ reasonable to consumers. During that time the Commis- 
sion failed to suspend many rate increases to substantially 
higher levels for the same gas fields; it allowed at least 37 
filings by producers to become effective, with rates ranging 

from 10 cents to 15 cents, though largely in the neighbor- 
hood of 12 cents. (R. 8448). Similar facts were considered 

‘in finding a proposed rate reasonable, without regard for 
the cost rate base theory, in Pan American Petroleum 
Corp., 19. F.P.C. 463, 472 (1958). 


Furthermore, in 1960, when the Commission finally con- 
| eluded that the conventional rate base method was com- 
i pletely unworkable, at least for independent producers 

(see p. 27n., supra), it set 16 to 17 cents for new contracts 
: and 11 cents for increases under old contracts as the rates 
which it would permit to become effective without suspen- 
' sion in the Panhandle-Hugoton areas in which petitioner’s 
gas is produced. Statement of Policy No. 61-1, September 
i 28, 1960, 24 F.P.C. 818. And the Commission has permitted 
. some 86 rate filings since January 1960 at the 11 cent level 
or higher to become effective in those fields (R. 8449-51). 
These rates, though for a later period than 1955-58, and 
i therefore somewhat higher, are obviously comparable to 
' the 10.45 cents claimed by petitioner for that period, and 
not to the 4.7 cents which the Commission has allowed to 
Panhandle. 


These rates which the Commission has allowed to become 
| effective demonstrate that the 10.45 average field price for 
| 1955-58 was not unfair from the standpoint of consumers 
' during that period. They also demonstrate that it would 
' be entirely unfair to petitioner as a producer to allow it 
i only 4.7 cents. To allow other producers two or three times 
' ag much as petitioner for the same product from the same 
: fields—and even the same wells—is so discriminatory as to 
be inconsistent with a scheme of regulation designed to 
achieve rates which are ‘‘just and reasonable’’, and so un- 
fair as to amount to a palpable violation of the due process 
| which is guaranteed to every person by the law of the land. 
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The gas which petitioner produces has the same actual 
value as the gas produced by others in the same field. The 
Commission’s orders take petitioner’s property without 
allowing in return anything approaching the reasonable 
value. 


The record also confirms the fact that the public inter- 
est suffers when the amount allowed for exploration and 
development by pipeline companies is inadequate. As the 
Commission found in Opinion No. 269 (supra, pp. 5-6), 
since the Commission began to fix rates based under the 
utility cost rate base formula for pipeline-owned gas, the 
proportion produced by pipeline companies has greatly de- 
clined, and new pipeline companies produce virtually no gas 
of their own. 


The record here shows that, except during the period im- 
mediately following the Commission’s decision in Opinion 


269, prior to the denial of certiorari in th Detroit case, peti- 
tioner appropriated and spent only the minimum needed 
to protect its gas leases. See pp. 13-14, supra. Only during 
the short interim period following Commission Opinion No. 
269 approving the average field price, did petitioner increase 
its rate of acquiring new leases and engage in true explora- 
tion activity. Thus, the relation between use of the cost 
rate base method and discouragement of production by 
pipe lines is not mere academic theory. 


For the above reasons, petitioner believes that the record 
establishes that it is fair and in the interest of consumers 
that the 10.45 cents average field price be allowed. 


The Commission has never denied the facts set forth 
above. But it appears to believe that this Court’s opin- 
ion in the Detroit case precludes it from giving any 
recognition to the weighted average arm’s length field price. 
In that case the Court did not, however, have before it a 
record, which established, as does the present record, that 
the average field price is the amount needed for the explora- 
tion and development which it said the Federal Power 
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Commission had the right to encourage, in addition to evi- 
i dence that such a price is entirely consistent with the in- 
terests of consumers. We are thus not here dealing with the 
field price as such in isolation, merely because it is the 
' average price paid. The Detroit case indicated that if the 
i average field price were proved by evidence to meet the 
standard which the Court established, the Commission could 
allow it. Here the evidence satisfied the Court’s test. 


Conclusion. The Commission’s rejection of the allowance 
for gas requested by petitioner, and its refusal to allow peti- 
tioner anything for its gas in excess of the amount computed 
under the cost rate-base formula, were based on its mis- 
interpretation of this Court’s decisions and of what this 

: Court would permit it to do. This case should therefore 
i be remanded to the Commission for redetermination of this 
i issue without constraint by the belief that the Detroit case 
i (1) precludes it from taking into consideration evidence as 


' to the amount required to encourage exploration and de- 
| velopment, even though that amount was not spent during 
. the period for which the rates are fixed, or (2) compels it 
: to use the cost rate-base formula in arriving at the well- 
| head allowance in a case such as this where there is other 
. evidence supporting the conclusion that the rate sought 
' is not unjust or unreasonable to consumers. 


This would authorize the Commission to allow whatever 

' amount it found to be necessary to encourage exploration 
' and development, including the weighted average arm’s 
| length field price when it met the above standards. It 
' would also permit the Commission to allow the equivalent of 
| the ‘‘area’’ price, since the data or other factual material 
| on the basis of which the Commission determines the area 
| prices® are either in the present record or subject to ad- 
* In Statement of General Policy No. 61-1, 24 F.P.C. 818, 819, the Com- 
mission stated that the “relevant facts available to us * * * included cost 
information from all decided and pending cases, existing and historical 
price structures, volumes of production, trends in production, price trends 


in the various areas over a number of years, trends in exploration and 
development, trends in demands, and the available markets for the gas.” 
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ministrative notice by the Commission.* It would there- 
fore not be necessary to prolong this case by the taking of 
additional evidence. If the Commission should think other- 
wise, however, it could advise the parties specifically as to 
the issues on which evidence is desired, or relevant, so as to 
confine and shorten the proceeding. 


B. The purpose of Congress as expressed in Sections 263 
(c) and 613 of the Internal Revenue Code should have 
been given effect by the Commission. 


In the calculation of taxable income under the Federal 
income tax statutes, Congress has long permitted oil and 
gas producers, and others in wasting-asset industries, to 
take certain deductions not available to taxpayers gener- 
ally. Section 613 of the Internal Revenue Code permits a 
deduction for percentage of income depletion as an alterna- 
tive to the ‘‘reasonable allowance’’ standard of Section 611, 
which usually means cost depletion. Under Section 613 
the allowance for gas and oil depletion is 2742 percent of 
the gross income (all income less royalties) from the prop- 
erty, but not to exceed 50 percent of the net income com- 
puted without the allowance for depletion. The depletion 
to be deducted is cost depletion or percentage depletion, 
whichever is higher. 


The deduction for intangible well-drilling costs concerns 
those costs incurred by oil and gas producers in drilling 
wells, involving non-salvage items such as amounts spent 
for labor, fuel, repairs, hauling, ete. Under Section 263(c) 
of the Internal Revenue Code of 1954, the producer has 
the option to deduct such costs from gross income in the 
year in which incurred, or to capitalize such costs and then 
take depletion in successive years. 


In its opinion in No. 269 (13 F.P.C. at 61; No. 16584, 
R. 26211) and again in El Paso Natural Gas Company, 22 
F.P.C. 260 (1959), and United Fuel Gas Company, 23 F.P.C. 


* Such data would include the rates filed and approved or not sus- 
pended by the Commission in other cases. 
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| 127 (1960),* the Commission declared that a natural gas 
company should be granted the benefits of the tax deduc- 
: tions here being considered, in order that the Congressional 
intent could be effectuated. This can be accomplished by 
: computing petitioner’s taxes as an expense item for rate- 
making purposes without use of these deductions. For 
if the expense item for income taxes in petitioner’s cost 
| of service is reduced by the amount of these allowances to 
| encourage drilling and exploration, the savings in taxes 
will be passed on to the consumers in the form of lower 
rates, and the producers will retain no more for drilling 
’ and exploration than if the tax benefits did not exist at all. 
: The Congressional purpose that these allowances provide 
funds which could be used for such purposes will therefore 
be completely nullified. 


: In El Paso Natural Gas Company v. Federal Power Com- 
| mission, 281 F. 2d 567 (C.A. 5, 1960) and Lexington v. Fed- 


eral Power Commission, 295 F. 2d 109 (C.A. 4, Oct. 2, 1961) 
it was held that the Commission had no such power, because 
. “there is no statutory authority for the Commission to 
| treat actual savings in taxes to which natural gas companies 
: are entitled any differently than savings in any other cost 
of service.’’ (281 F. 2d, at 573). 


The El Paso opinion makes it clear, however, that this 

: does not mean that the intention of Congress is not to be 

| given consideration or effect by the Commission in fixing 
rates. The Court declared that 


sco @ © Tt is the duty of the Commission to fix a rate 
that represents the cost of service and a reasonable 
return on the investment, including compensation for 
consumption of the gas and an increment for incentive, 
instead of merely treating the tax savings as the 
amount necessary to provide for return and incentive. 
This can be done only by making the necessary inquiry 
directed to this issue, building up a proper record, and 

“In the El Paso and United Fuel cases, the Commission decided that 
the company was entitled to the statutory tax benefits if greater than, 


or as a substitute for the rate of return which it would have otherwise 
allowed, but not in addition to that rate. 
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making findings on the amount actually necessary to 
provide these items.’’ 281 F. 2d, at 573. (Italics in 
original). 

“Nothing here decided prevents the Commission 
from giving consideration to the legislative history 
which resulted in these tax benefits as an aid to it in 
determining what figure must be used to assure the 
petitioner of a sufficient rate to compensate it for its 
depletion of gas and as an incentive to attract capital 
to this industry.’’ 281 F. 2d, at 574. 

The Court’s position thus was that while the tax deductions 
were not to be treated automatically as the allowance 
needed to compensate for the depletion of the gas and the 
incentive necessary for exploration and development, they 
nevertheless manifest a legislative intention that the Com- 
mission allow the ‘‘amount actually necessary to provide 
these items’’ (281 F. 2d, at 573). 


In the present case, the Commission deemed itself bound 
by the El Paso decision® not to allow petitioner any of the 
benefits intended by the special provisions for statutory 
depletion and intangibles (R. $409). But the Commission 
disregarded the statement in the opinion that it was its 
“duty”? to fix a rate that would include ‘‘compensation for 
consumption of the gas and an increment for incentive’’ 
(page 573, quoted supra). All that petitioner will receive 
for gas at the wellhead above operating costs under the 
Commission’s formula is a return on investment and an 
allowance for depreciation and depletion based on the 
amount of money originally invested in producing facilities 
—and this amount, representing simply the return of the 
cost of leases and drilling over the life of the reserves, does 
not vary at all with the actual amount of gas discovered, 
produced and consumed. It would be the same in total if 
10 Mcf or 10 million Mcf were discovered and produced. 
It thus has no relation to the value of the gas resources 
being depleted and provides inadequate ‘‘compensation for 
the consumption of the gas’’ itself. 


*The Lexington case was not decided by the Fourth Circuit until 
October 2, 1961, after the Commission’s decision here. 


47 


| By failing either to allow direct retention of the tax bene- 

‘fits, or to provide the amount ‘‘actually necessary”’ to ac- 

‘complish the legislative purposes, the Commission com- 

‘pletely disregarded the intention of Congress. The re- 
mainder of our argument on this Point will demonstrate 

both (1) that the Commission’s original position in Opinion 
269 was correct, and (2) that in any event the tax provisions 

' ghould have been given the effect required by the judicial 
opinions.® 


The Supreme Court, the Fifth Cirenit in the El Paso 
case, and the Commission all agree that a Congressional 
purpose underlying the percentage depletion provision was 

| “to encourage the exploration for and the development of 
oil and gas properties,’’** and that 


sce © © it is based on the belief that its allowance en- 
courages extensive exploration and increasing discov- 
eries of additional minerals to the benefit of the econ- 
omy and strength of the Nation.* *°”*** 


| © During the test period ending October 31, 1954, the statutory tax de- 

ductions were $2,341,282, of which the interstate portion was $2,302,236 
| (R. 8561, line 19). This exceeded the amounts deductible for depletion 
' apart from these special provisions by $2,045,188. 


** El Paso, 281 F. 2d, at 571-572, quoting from the Commission’s opin- 
' jon. The opinion of the Court quoted the remainder of the Commission’s 
‘ summary of the legislative history, as follows: “The Revenue Act of 1916 
(89 Stat. 756, 759) which first recognized the depletion of oi] and gas, 
required the use of cost or value as of March 1, 1918, as a basis for 
| depletion. With the Revenue Act of 1918 a change was made so as to 


allow depletion based upon the fair market value of the property at the 
in (40 Stat. 


| date of the discovery known as ‘discovery depletion’ 1057, 
1068). The legislative history of this Act emphasized the hazards of 
the ind: and the need for incentives to prevent the end of prospect- 
ing and wil ting, 56 Cong. Rec. 10889, 10539-10542. The ‘discovery 

| depletion’ provision was reenacted in the 1924 Act (43 Stat. 253, 260) 
with the recognition of the large risks in the oil and gas business, 65 
Cong. Rec. 2429. In the Revenue Act of 1926 (44 Stat. 9,16) ‘percentage 
depletion’ at 2714 percent was introduced to avoid some of the administra- 
tive difficulties of a oe! Baan or re (S. Rep. 52, 69th Cong., 1st Ses- 
sion, pp. 17-18; 67 Cong 3018-8019). It was noted by the House 
Ways and Means Committee in reporting the 1926 bill, that the purpose 
of discovery depletion was to encourage the wildcatter or pioneer (BH. 
Rep. No. 1, 69th Cong. 1st Session, p. 6). In connection with the 1984 
Revenue Act (48 Stat. 680, 710) the peculiar risks and hazardous 
character of the industry were recognized (78th Cong. Rec. 6181-6183) .” 
(Italics supplied). 


*** From United States v. Cannelton Sewer Pipe Company, 364 U.S. 
76, 81 (1960), quoted in El Paso, 281 F. 2d, at 572, 
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The Commission’s opinion in the El Paso case (22 F.P.C. 
at 268), after referring to the legislative history of the tax 
provisions in the passages quoted above, stated 


‘Plainly, the intention of Congress was to grant the 
advantage of percentage of income depletion to the 
producers. * * * It is true that the legislative history 
does not show that Congress has considered the effect 
of the percentage of income depletion provision (or 
that dealing with intangible well drilling costs) on 
regulation, but Congress could not have meant that 
the benefits be automatically taken from the producers 
and passed along to the consumers in the case of those 
companies in the gas industry which happened to be 
subject to regulation, while letting unregulated com- 
panies in the gas, oil and other extractive industries 
retain these tax advantages.”’ 


When Congress has expressed its intention on a subject 
in different statutes, the duty of the administrative agen- 
cies and courts is to reconcile and accommodate all of the 
statutes involved so as best to effectuate the overall legis- 
lative intention. The Commission here—and, of course, 
this is also true of the reviewing courts—‘‘has not been 
commissioned to effectuate the policies of the [Natural Gas] 
Act so single-mindedly that it may wholly ignore other and 
equally important Congressional objectives. Frequently 
the entire scope of Congressional purpose calls for careful 
accommodation of one statutory scheme to another, and it 
is not too much to demand of an administrative body that 
it undertake this accommodation without excessive empha- 
sis upon its immediate task.”’ Southern Steamship Co. v. 
National Labor Relations Board, 316 U.S. 31, 47 (1942). 


To allow gas producers to expense for rate purposes only 
the taxes actually paid, without the benefits granted to. in- 
duce exploration, completely frustrates the Congressional 
purpose of the tax provisions insofar as producers subject 
to the Natural Gas Act are concerned (unless, of course, 
the amount needed for exploration and development is al- 


a 
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; lowed in another way). The effect of this disregard of Con- 

gressional policy is particularly far reaching since the bulk 
| of the gas producing industry is subject to regulation by 
; the Commission as a result of the Supreme Court’s Phillips 
decision (347 U.S. 672 (1954) ).* On the other hand, it would 
| not be inconsistent with any provision of the Natural Gas 
Act to allow producers to retain these benefits, or to take 
, the purpose of the tax provisions into account in determin- 
| ing rates. The standard of ‘‘just and reasonable’’ is a flex- 
ible one which without straining can be construed broadly 
| enough to embody policies reflected in other Congressional 
enactments. An allowance to producers approved by Con- 
gress in another statute can hardly be deemed not to be 
“‘just and reasonable’ insofar as the intention of Congress 
: is concerned. And, as the Supreme Court recognized in the 
Cannelton case, supra, p. 47, this policy was designed not 
merely to give financial aid to the direct beneficiaries, the 
producers, but to benefit the public as a whole, the con- 
sumers, by providing an incentive for the discovery and 
production of more gas. 


Both Fourth and Fifth Cireuits seemed to think it im- 
proper for rates to be computed as if a producer had paid 
higher income taxes than were actually paid. But there 
: is nothing sinister or mysterious about this. It results from 
| the nature of the benefits granted by Congress and from 
, the fact that the most accurate way to effectuate the con- 
gressional intent is to compute taxes for rate making pur- 
| (poses without utilizing these special deductions. 


ional policy and intent” of these Se 
Sode (13 Pre. at 61; No. 16584, 
peor of the 1954 Internal 
intangi 


encourage the growth of the industry and the national economy. 100 
Cong. Rec. 9301-8, 9308-9, 9318-19. 
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This Court, in the City of Detroit case (97 US. App. D.C. 
at 272, 230 F. 2d, at 822), rejected the similar argument that 
the Commission, in computing its income tax allowance for 
rate purposes, could not allow different deductions for de- 
preciation than were actually used in the company’s tax 
return. Section 124A of the Internal Revenue Code author- 
izes accelerated amortization, in five years, of property 
which may be useful for a much longer time. The Commis- 
sion permitted petitioner to ‘‘normalize’’ its tax deduction 
as if the depreciation had been taken in smaller amounts 
over a longer period—that is, to deduct less depreciation in 
computing its tax allowance for rate purposes during the 
first five years than was deducted in computing the taxes 
actually paid during the same period. This Court upheld 
this ruling, on the ground 

«ce © © that the intent of Congress reflected in Sec- 
tion 124A is not to benefit consumers but rather the 
taxpayer in order to encourage construction of certain 
emergency types of facilities. Were the tax savings 
deducted from the rate base, the taxpayer here would 
not receive the intended benefit. The valuations upon 
which it is entitled to earn a fair rate of return would 
be decreased by the amount of the savings. In placing 
the savings at the disposal of Panhandle under the lim- 
itations specified, the Congressional intent is effectu- 
ated.”’ (97 U.S. App. D.C. at 272, 230 F. 2d, at $22.) 


Since the lesser taxes paid during the first five years 
would be made up by higher taxes later, the Commission 
and the Court regarded this as a deferral of taxes, and the 
funds saved during the five years were ordered into a re- 
serve account for the payment of the increased taxes there- 
after.* Here the expensing in one year, instead of over the 
useful life of the product, of the intangible drilling costs 


* The Fourth and Fifth Circuits came to the same conclusion in dealing 

with the liberalized depreciation provisions in Section 167 of the Internal 

Revenue Code. El Paso Natural Gas Co. v. Federal Power Commission, 

cig 2d, ja Lexington Vv. Federal Power Commission, 295 
. at 111-115. 
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i may similarly be regarded as a deferral, although the effect 

of the entirely separate provision for percentage depletion 

‘often will eliminate the subsequent adjustment. But the 
fact that deferral was possible in dealing with depreciation 

' and amortization does not make the reasoning of the Detroit 
case any the less applicable when the attainment of the 
purpose of Congress requires the actual tax savings not to 
be deducted from the cost base, in order to give the taxpayer 
the intended benefit. 


The effect, of course, would be identical, if, instead of 

' allowing these items in the tax computations, the same 
| amounts were added to the producer’s allowance as incen- 
tives for exploration and development. The El Paso and 
Lexington decisions hold that an allowance should be made 
for those items in order to give effect to the Congressional 

| purpose expressed in the Internal Revenue Code to encour- 
' age exploration and development. They would not hold the 


’ Commission to the amount of the tax savings as such, but 
' would require it to make a finding as to the amount actually 
' needed for those purposes. This, in substance, is what this 
| Court approved in the portion of the City of Detroit case 
discussed in Point I-A. 


Here, as we have pointed out, the Commission neither 
allowed the amount of the tax savings nor determined the 
amount which was needed to accomplish the same purposes. 
| The evidence demonstrating the amounts actually needed 
i has been discussed in the Statement and Point I-A, supra. 
These amounts should have been granted to effectuate the 
intention of the tax benefit provisions, as well as for the 
' yeasons there stated. The Commission thus erred in deem- 
| ing itself bound by the El Paso decision not to give any 
| effect to the taxing provisions or the legislative purpose 
embodied therein.® 
: The Commission’s duty was certainly not root ad by aloe eice ce of 

ee et a oe roduction properties, 


resenting only the 
aan eel pasa of ,770 per year over the na rate allowed for the 
e properties. This is discussed in Point I-C, immediately following. 
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C. No evidence supports the Commission’s finding that 
petitioner should be allowed only a 6% rate of return 
on its production properties. 


As we have pointed out in Point I-B, supra, the El Paso 
decision, though holding it impermissible to allow the tax 
benefits as such, stated that the Commission should give 
effect to the legislative history of the tax provisions by 
assuring petitioner 


‘tof a sufficient rate to compensate it for its depletion 
of gas and as an incentive to attract capital to this in- 
dustry.’’ (281 F. 2d at 574.) 


In the present case, the Commission having refused to 
allow petitioner the average field price, the tax benefits, or 
anything else as the amount needed to encourage explora- 
tion and development, also failed to provide a return on 
the production properties which could conceivably be 
enough to ‘provide the incentive necessary to attract capi- 
tal to the exploration and development activities of the 
company’. The Commission here concluded that 6 per cent 
‘was an adequate return on petitioner’s production proper- 
ties, as compared with the 534 per cent granted in 1954 on 
its pipeline properties which were not subject to the risks 
of the business of producing gas and did not need any 
special incentive. The 1%4 per cent difference amounts to 
$29,770,° which would obviously be of no substantial sig- 
nificance as an incentive to attract capital needed for ex- 
ploration and development. 


It is petitioner’s contention that 6 per cent is entirely in- 
adequate for such a risk-laden enterprise as the production 
of gas, and that the record contains no evidence supporting 
the Commission’s conclusion. The state of the record on 
this point is as follows: 


At the initial hearing below, in No. 2506, no evidence was 
presented by any party concerning the fair rate of return 


*% of 1% of $11,908,035, for the test year. Computed from R. 8558, 
Sched. 5, Col. 5, Line 8. 
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‘applicable to Panhandle’s production properties (R. 4646- 
4648). This was because both Panhandle and the Commis- 
-sion’s staff presented their evidence on the basis of a field 
price allowance for Panhandle’s produced gas rather than 
under the rate-base approach (R. 4683).° (If the field price 
had been allowed, there would have been no need to value 


the production properties or provide for a rate of return on 
them.) 


| This was admitted by Staff counsel, who stated in Feb- 
‘yuary, 1960, near the very end of the reopened hearing 
(BR. 4648) : 


“Your Honor, the Staff confirms a great many things 
Mr. Littman has said. I think in his assertions there 
certainly is no record in here on the rate of return. As 
far as that is concerned, there is no evidence im this 
record on the rate of return in this proceeding that has 
been presented. ...’’ (Italics supplied.) 


On May 10, 1957, several months after the close of the 
initial hearing, the Commission’s Staff indicated for the 
| first time, in its brief, that it was abandoning the field price 
approach and urging the adoption of the cost rate-base 
method of fixing the wellhead allowance. In so doing, the 
Staff urged the Commission to apply the same 5% per cent 
rate of return to the rate base for the production proper- 
' ties as had been fixed by the Commission in Opinion No. 
269 for the pipeline properties (13 F.P.C. at 100; No. 16584, 
R. 26280).°* 


In view of this drastic change in the Commission Staff’s 
position, Panhandle sought to introduce evidence concern- 


“Early in the proceeding the Commission had dismissed the issue as 

to the rate of return applicable to Panhandle’s pipeline properties on the 

' ground that the Commission’s 5% per cent return on such properties fixed 
| in Panhandle’s previous rate case (No. 1116) was binding and control- 
ling (R. 7330, Order issued December 13, 1954; affirmed Panhandle 

| Eastern Pipe Line Co. v. F.P.C., 286 F. 2d 606 (C.A. 8, 1956) ). 


** In Opinion No. 269, the Commission excluded all of Panhandle’s pro- 
| duction properties from the rate base. The 5% cent rate of return 
| which it fixed in that case was, therefore, applicable solely to the pipeline 

properties (18 F.P.C. at 101; No. 16584, R. 26282). 
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ing the fair rate of return on its production properties at 
the reopened hearing (R. 4628-9, 4701; Exs. 106, 116, R. 
6320-8, 6388-6408). The Examiner refused to receive such 
evidence (R. 4674-5, 4700-1), and his ruling was upheld by 
the Commission (R. 8356). 


The Commission nevertheless, in its opinion, went ahead 
and decided that petitioner was entitled to only 6 per cent 
on its production properties, on the basis of evidence none 
of which pertained to the rate of return on production prop- 
erties. In its subsequent order denying rehearing the 
Commission belatedly conceded that the excluded evidence 
offered by petitioner on this point was ‘‘relevant’’, and 
admitted it in evidence at that time, but declared that it 
“does not affect our conclusions.’’ (R. 8473-4). Since this 
was the only evidence directly related to the rate of return 
on production properties, it should not have been treated 
so perfunctorily. It showed that manufacturing in general 
and oil and gas producers in particular averaged much 
more than the 12 per cent allowed here on the equity, and 
certainly much more than the 6 per cent overall return al- 
lowed on the production properties. Dr. Morton testified 
(Ex. 116, R. 6396) : 


«<* © © Oil and gas production is a more risky busi- 
ness than manufacturing operations and is, of course, 
much more risky than the pipeline, or electric utility 
business. A rate of return that would attract capital 
for the purpose of exploration, development and pro- 
duction of oil and gas would, therefore, have to be much 
higher than one that would attract capital either into 
the general range of manufacturing enterprise or of 
pipelines.”’ 


The Commission states in its Opinion (R. 8415) that it 
relied on the following items which were ‘‘available’’ for the 
purpose of its rate of return determination: (1) its 1954 find- 
ings on the rate of return in Docket No. G-1116; (2) a rate 
of return study presented by Panhandle in this proceeding ; 


55 


(3) the Commission Staff’s ‘‘rate of return study and other 
studies presented in Docket G@-1116 and incorporated into 
the record herein’’; and (4) evidence in the present pro- 
ceeding with respect to Panhandle’s financial needs for ex- 
‘ploration and development. As demonstrated below, in the 
‘same sequence, none of these items furnishes probative sup- 
‘port for the Commission’s 6 per cent rate of return on Pan- 
handle’s production properties. 


The first three of these items had nothing to do with the 
rate of return on production properties. (1) The 1954 find- 
ings in No. 1116 related only to petitioner’s pipeline prop- 
‘erties. The Commission’s opinion (R. 8414) admits that the 
‘vate of return in No. 1116 ‘‘did not apply * * * to the well- 
‘mouth properties, for we determined the allowances for 
Panhandle’s produced gas on the basis of field prices.” 
(2) The Panhandle rate of return study, presented on the 
first day of the hearing on October 5, 1954,—at a time when 
it was thought that gas produced would be paid for on a 

' field price rather than a rate-of-return basis—related exclu- 
' sively to the issue of the fair rate of return on Panhandle’s 
' pipeline properties (R. 159-199; Ex. 3, R. 5525). This was 
' the very issue that the Commission dismissed from the pro- 
ceeding on December 13, 1954 (R. 7330; Order of December 

' 13, 1954). The witness who presented this evidence stated 
' eategorically that his study did not relate to the rate of 
return on production properties (R. 172-3). (3) The Com- 

' mission Staff’s studies in Docket 1116, were not addressed 
~ to the issue of a fair return on Panhandle’s production 
_ properties, but consisted solely of statistical data con- 
cerning pipeline companies and electric utilities covering 
periods prior to June 1952 (Items C, D, E, F and G by 

| yeference; R. 6453-6582). They were incorporated by ref- 
erence in this proceeding by staff counsel, not for the pur- 
pose of establishing a rate of return for petitioner’s pro- 
duction properties in the instant proceeding, but so that 
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the Commission could better understand the comments on 
Opinion No. 269 of the Panhandle witness referred to above, 
who testified as to the rate of return on the pipeline prop- 
erties (R. 321-3), prior to the dismissal of that issue from 
these proceedings. (R. 7330; affirmed 236 F.2d 606 (C.A. 3, 
1956).) 


(4) The Commission’s opinion clearly reveals that Pan- 
handle’s evidence regarding the ‘‘financial needs for ex- 
ploration and development” was not considered by the 
Commission in determining that a 6 per cent rate of return 
should be allowed on the production properties. In arriv- 
ing at the 14 of one per cent ‘‘incentive °* ° * in addition to 
the usual [534%] rate of return’’, the Commission express- 
ly stated that it was ‘‘not considering the testimony as to 
the hypothetical expansion plans said to be necessary to 
enable Panhandle to maintain production * ° °.”’ (BR. 8415). 
(Italics supplied.) Furthermore, this evidence, which proved 
that millions of dollars were needed for exploration and 
development, could furnish no support for the Commis- 
sion’s enlargement of the 5% percent pipeline rate of re- 
turn only by 14 of one per cent, or $29,770, as an incentive to 
produce. 


In sum, what the Commission attempted to do in its Opin- 
ion in No. 2506 was to convert its No. 1116 findings in 
Opinion 269 as to the rate of retarn applicable to Panhan- 
dle’s pipeline properties, based on a 1952 test year, into a 
rate of return on Panhandle production properties for a 
rate-making period extending from January 1, 1955 through 
August 31, 1958.° But the record contains no support 
for the conclusion reached. 


The Commission’s decision rests not on any evidence as 
to what rate of return is reasonable, but on its own analysis 


* In its order denying rehearing herein, the Comission stated: 

“Our problem in this proceeding, therefore, has been essentially one 
of adapting the rate of return found fair for the pipeline part of the 
business on the basis of the whole company capitalization to the produc- 
ing properties.” (R. 8473) 
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Of petitioner’s capital structure, in which it finds that to 
allow a 6% return on petitioner’s production properties will 
make 12% available to the owners of the common stock on 
. the minor portion of the equity attributable to production 
assets (R. 8416). But this statistical analysis does not rest 
on evidence that these percentages are sufficient for the 
business of producing gas. The only evidence on that sub- 
| ject, Dr. Morton’s,—which was admitted only on rehearing 
| (R. 8473-4), after the Commission had already made up 
its mind on the point in its first opinion—was that a great 
‘deal more was needed to attract capital to such an industry 
| (Exs. 116, 106, R. 6392-6408, 6320-27). The Commission did 
not explain why it disregarded this testimony.* 


It is, of course, true, as the Commission said in its opin- 
ion on rehearing (R. 8473), that ‘‘Even a substantial change 
'm the allowance for common equity with respect to the 
_well-mouth properties would have only a slight effect on the 
‘allowance for the company’s own produced gas.’’ Unless 
\an extraordinarily high rate of return were granted, the 
amount would be nowhere near sufficient to pay for the 
exploration and development which the public interest re- 
'quires.°* The original investment in petitioner’s produc- 


*In recent speeches to associations of independent gas gas producers 
members of the Commission have indicated that they do not believe a 6% 
‘return on investment to be an effective incentive. In an address entitled 
| “New Directions in Gas Regulations”, by Chairman Swidler, on Septem- 
ber 19, 1961, he stated (107 Cong. Rec. 19398) : 

“I fully realize that gas is not available until it is discovered and 
that there must be an incentive for discoveri pride | more and more gas if 
the industry is to remain healthy. I do not delude myself that simply 

ve costs plus a 6% return on investment is a sufficient incen- 


i pm e ue » in an address entitled “Gas Price Regulation: 
An Optimistic V: , stated on October 19, 1961: 

“T hope ale remarks about cost will not give you the idea that we 
expect to pune on a cost-plus-6% return basis. The Commission is 
convinced t the exploration, discovery and development of fields 
cannot be carried on in sufficient volume to satisfy Banand ae that 
return.” (Mimeograph pp. 12-13). 


**If 12% instead of 6% were granted on production properties the 
total return would be $1 (A28,964 ir faatond of $714,482 (R, 8551, Col. 8, line 
' 18), whereas at least five million dollars a year should be spent to main- 
tain petitioner’s present volume of production. (See pp. 11-12, supra.) 
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tion properties in the 1930’s was very low in relation to the 
cost of exploration and development, and the actual value, 
now. 


This points up the inappropriateness of using the stand- 
ard rate-base formula, with its rate of return based on cost, 
as a means of providing the amount needed for such pur- 
poses. As the Commission has recognized on a number of 
occasions (including this one) (R. 8406), and as is demon- 
strated in Point I-A of this brief, a new and different ap- 
proach is necessary. If, as we there urge, the Commission 
is permitted to adopt such an approach without fear that 
departure from the conventional method will result in judi- 
cial disapproval, there may be no need to determine how 
production properties should be valued and what the rate 
of return on them should be. 


0. 


THE COMMISSION WAS NOT REQUIRED BY THE 
DETROIT DECISION TO CREDIT TO PETITIONER’S 
PIPELINE COST OF SERVICE THAT PORTION OF 
THE REVENUES FROM THE EXTRACTION OF 
OTHER PRODUCTS WHICH WOULD NOT IMPROVE 
THE EFFICIENCY OF THE PIPELINE SYSTEM. 


‘When a company subject to the jurisdiction of the Com- 
mission also engages in operations not subject to Commis- 
sion jurisdiction the profits (or losses) from the non-juris- 
dictional operation are not to be subtracted from (or added 
to) the cost of the jurisdictional operation. To the extent 
that jurisdictional and non-jurisdictional operations use the 
same facilities, the costs of operating those facilities are 
apportioned between them. Panhandle Eastern Pipe Line 
Co. v. Federal Power Commission, 324 U.S. 635 (1945)*; 


this 


cod 
i e Commission had discretion to 
because of the “exceptional circumstances.” (324 U.S. at 641-647). 
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' Mississippi River Fuel Corp. v. Federal Power Commission, 
82 U.S. App. D.C. 208, 163 F. 2d 433 (1947). 


This principal is not disputed here, and it has been 
| applied by the Commission to extraction plants, which 
have been treated as non-jurisdictional when they did 
not contribute to the efficiency of the pipeline. In this 
very case costs were apportioned for the extraction plant 
| at Tuscola, Illinois. See BR. 8410-11, 7773-80; see also Pan- 
‘ handle Eastern Pipe Line Co., 12 F.P.C. 686, 703, 707 
: (1953). The Tuscola plant was located over 780 miles down 
| petitioner’s line and built long after that line had been in 
: operation (R. 7773), and there has been no contention that 
| it contributed to the efficiency of the pipeline. To the extent 
that there was a joint use of facilities, the Commission allo- 
cated the gas and pipeline costs between the extraction 
operations and the jurisdictional gas sales. Although there 
: has been disagreement as to the method of allocation, it has 


| not been suggested that the Tuscola profits should be cred- 
. ited against the cost of petitioner’s pipeline operations for 
the benefit of the purchasers of gas from petitioner. 


Similarly in the recent case of Phillips Petroleum Com- 
pany, 24 F.P.C. 537, 562 (1960), the Commission found that 
Phillips gasoline extraction plants were not ‘‘for the pur- 

| pose of rendering the gas fit for pipeline transportation,” 

, and were not incidental to the sale of gas, so that the prob- 

i lem was one of allocating costs, not crediting profits. Prior 

: decisions holding that extraction profits should be credited 

: to pipeline operations were based on the contribution of 

' the extraction in those cases to the efficiency of the pipe- 
line.® 

In neither this case nor the Phillips case (which was af- 

i firmed sub nom. Wisconsin v. Federal Power Commission, 
No. 16175, November 30, 1961) have these finding been chal- 
ity of Detroit v. F.P.C., 97 U.S. App. D.C. 260 at 269, 270, 280 


Sar ate Gru aed Ge nl ae Cities Service Gas Co. V. 
F-P.C., 185 F. 2d 694, 708 (C.A. 10, 1946). 
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lenged, either in the Commission or in the review proceed- 
ings in this Court. Since both cases were vigorously con- 
tested throughout on other issues by many parties, this 
manifests general acquiescence in the correctness of the 
decisions on this point. 

Petitioner operates an extraction plant at Liberal, 
Kansas, and contracts for Phillips Petroleum Co. to do the 
extracting for it at a Phillips plant at Sneed, Texas.* Gaso- 
line is extracted at Sneed, and both gasoline and other 
hydrocarbons at Liberal. (R. 8410, 7770). In Opinion No. 
269, the Commission found that the revenues and costs at- 
tributable to these plants should be segregated and elim- 
inated from the cost of service calculation employed in 
fixing the rates for petitioner’s pipeline. This required an 
allocation of joint costs between the extraction operations 
and the regulated activities. (13 F.P.C. 77-79, No. 16584, 
R. 26240-44). It found that although the operations did 
improve the efficiency of the pipeline, they were not neces- 
sary for the transmission of gas. But it based its decision 
on the belief that 


“‘the rates which we prescribe for the sale of natural 
gas for resale should not rest in part upon the fluctu- 
ating and unregulated prices of natural gasoline and 
other liquid hydrocarbons.’’ (13 F.P.C. at 78, No. 16584, 
R. 26241-2). 


In the City of Detroit case, this Court found this reason 
to be ‘‘unacceptable”’ (97 U.S. App. D.C. at 270-71, 230 F. 
2d at 820-821). The Court found that: 


“‘the Commission has failed to demonstrate a basis 
for its conclusion that the extraction business should 
be treated as non-jurisdictional ‘to the extent that such 
extraction is not requisite to preparation of the gas for 
pipeline transportation,’ * ° °.’? (pp. 271, 821) 


* Indeed, this is one of the plants which the Commission found 


in the 
Phillips case was not used “for the purpose of rendering the gas fit for 
pipeline transportation”. 24 F.P.C., at 562. 
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The Court also stated: 


‘‘These facts regarding the usefulness of the extrac- 
tion process to the transmission operations, the joint 
use of facilities, and the joint incurring of expenses, 
coupled with the obvious fact that the extraction proc- 
ess is incident to the overall pipeline transmission and 
resale operations, clearly bring the extraction opera- 
tions within the jurisdiction of the Commission.’ (pp. 
270, 820) ° 


The record before the Court in the Detroit case did con- 
tain a finding by the Commission that ‘‘the extraction of the 
heavier hydrocarbons does improve the efficiency of Pan- 
handle’s pipeline system”? (13 F.P.C. at 78, No. 16584, R. 
i 26242). But the record did not indicate the proportion of the 
extraction which was useful for this purpose. 


In No. 2506 Mr. Benjamin Miller, an authority on the 
design and operation of pipelines (R. 2626-40), explained 


the manner in which and the extent to which the extraction 
: of gasoline aided pipeline operations. In summary, hydro- 
carbons (mainly gasoline) contained in natural gas con- 
dense into liquid when the temperature declines below the 
i hydrocarbon dew point of the gas at any particular pres- 
sure. (R. 2731, 2955).°* Should this occur, the liquid would 
: form in pools at the bottom of the pipe, and reduce total 
flow capacity and pressure. (R. 2942-3). Even though such 
pools can be removed by installing drips along the pipe 
(BR. 2944, 2948-49), droplets of liquid tend to settle on the 


* Judge Danaher would have granted rehearing on this point. In dis- 
senting from the denial of rehearing (No. 12351, Order of February 28, 
1956), he stated: “When these cases were before us I had certain mis- 

ivings. oe oral from my feeling that, in principle, natural gas should 
regarded as a commodity and hence a competing fuel, I am concerned 
about the non-jurisdictional gasoline sales. I think the Commission might 
well have convinced us that it had a proper basis for excluding the gaso- 
line extraction credits. The petitions for rehearing have bestirred my 
doubts to the extent of leading me to believe that we should rehear the 
parties on this point, and I would have granted rehearing accordingly.” 


** “Condensation is favored by high pressure *** and by low tempera- 
on “a but both decline as the gas proceeds through the line. (R. 2955, 
1). 
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pipe walls, where they move more slowly than the gas and 
absorb some pressure and energy. (RB. 2943). i : 


By taking into account the known composition of the gas 
and the pressure at various points along the line, and the 
minimum temperatures, the dew-points at which liquid will 
be formed can readily be ascertained. (R. 2953). The dew 
point goes down as the proportion of hydrocarbon in the 
gas decreases. Mr. Miller was thus able to calculate how 
much hydrocarbon would have to be extracted from the gas 
to change its composition so as to bring the dew point down 
to the temperature slightly below the minimum shown to 
have occurred in the pipeline at the coldest point on the 
system. (R. 2953-61). 


To carry the hydrocarbon extraction ‘‘beyond the point 
at which the potential liquid content of the gas would be 
reduced to zero’? would be “‘superfiuous as far as the oper- 
ation of the transmission line is concerned.” (R. 2730-31). 
The evidence demonstrated that ‘‘Most of the extraction at 
Liberal and at Sneed must be characterized as superfluous 
because the extraction operations at Liberal and Sneed are 
carried far beyond the point required to insure that liquid 
will not form in the transmission lines.’”’ (R. 2731). 


The record shows how much of the hydrocarbons would 
have to be taken out at Sneed and Liberal to avoid conden- 
sation in the line. (R. 2958). During the test year this 
amounted to 499,207 gallons out of 23,653,457 actually ex- 
tracted at Sneed, or 2.11%, and 1,897,098 gallons, or 9.477%, 
out of the total of 20,048,918 gallons actually extracted at 
Liberal. (BR. 2777, 2958, 2783-4, 2947-8, 2965; Ex. 85, R. 6260, 
6264-5).° 


* These i tog at Liberal are only for the gasoline extracted and do 
le the approximately 20% of the consist- 
and propane. At Sneed 


iense in 
in order to avoid condensation in the trans- 
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i. Since the extraction. plants. were operated for two pur- 
‘poses—‘‘for the hydrocarbon extraction business”’, that is 
the sale of the hydrocarbons to others at.a profit, and for 
ithe protection of the pipeline engaged in the business of 
‘transmitting natural gas (R. 2646, 2987)—the profit from 
ionly the portion of the extraction operation beneficial to 
ithe pipeline should be credited to the pipeline cost of serv- 
lice, just as only that portion of the loss should have been 
included in the cost of pipeline service if the extraction 
‘revenues had been lower than the cost of carrying on ex- 
traction operations. ‘‘The profit from the excess or super- 
ffaous operations should inure solely to the benefit of the 
‘stockholders, as they would have been required to bear the 
(loss if the price had been so low that the revenues were less 
than the cost of carrying out the operation.’’ (RB. 2732). 


At Sneed i in the test year the revenues from gasoline ex- 
tractieas were $1,053,935, and the costs of operation were 
$536,357, leaving a total profit of $517,578. Of this profit 
2.11%, or $10,921, was attributable to the gasoline ex- 
tracted for the.benefit of the pipeline, and should be credited 
to the pipeline account. (R. 2777; Ex. 85, RB. 6260). At 
Liberal the total revenues from the plant were $1,007,993, 
expenses were $587,114, and profits $420,879. 79.37% of 
this profit, or $334,083, was attributable to the extracted 
gasoline.* ‘Since 9.47% of the gasoline extracted was for 
the benefit of the pipeline, the amount to be credited to the 
pipeline account was $31,638. (R. 2980-2; Ex. 85, R. 6264-5). 


It is petitioner’s position that only the portion of the 
profit of the extraction plants attributable to operations 
beneficial to the pipeline should be credited to the pipeline 
operations, and that such a result is entirely consistent 
with the City of Detrott decision. The Commission (RB. 8410- 
(11) and the Examiner (RB. 7770-73) did not express disagree- 
ment with any of the facts or statistics testified to by Mr. 


| "* The remainder was attributable to the butane and propane. See foot- 
note on p. 62, supra. 
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Miller. They deemed themselves bound, however, by the 
Detroit decision to credit all of the extraction profits to the 
cost of operating the pipeline*. The Commission appar- 
ently thought this result required if the extraction improved 
the efficiency of the pipeline to any extent and was incidental 
to the operations of the transmission system.** 


In the Detroit case, the record did not show that only a 
small ascertainable proportion of the extraction process was 
useful to the transmission operations, and the Court did 
not, of course, consider the significance of that fact in its 
opinion. The question was whether the Commission’s find- 
ing that the extraction was not necessary but did improve 
efficiency was a sufficient reason for excluding all the ex- 
traction profits. And the result reached by the Court seems 
to have been influenced to a considerable extent by the fact 
that the Commission rested its contrary decision on an in- 
sufficient basis—the possible fluctuating effect of the price of 
gasoline (97 U.S. App. D.C. at 270, 230 F. 2d at 820). 


Unquestionably, under this decision, if all of the hydro- 
carbons extracted improved the efficiency of the transmis- 
sion operations, all of the profit should be credited. On the 
other hand, none of the profits (or losses) of an extraction 
operation—or of any other separable business engaged in 
by a regulated company—are chargeable against pipeline 
costs when the extraction is of no value to the transmission 
by the pipeline (as at Tuscola here and in Phillips). When 
the situation is in between, when only a portion of the ex- 
traction is beneficial to the pipeline, there is no reason why 
all of the profits should nevertheless be regarded as attrib- 
utable to the pipeline business. The pipeline operations 
should not be credited with more than the proportion of 
that business which improves pipeline efficiency. The re- 
mainder is of no more benefit to the transmission business 

* One of the three sitting Commissioners dissented, on rehearing 
(R. 8476). 

** The Examiner merely stated “that the evidence in this record does 


not afford the basis for a finding different from the finding of the court 
in City of Detroit on this question.” (R. 7778). 
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than the extractions at Tuscola or in the Phillips case, or 
than any other unregulated sale or activity. 


' {The Court’s opinion (pp. 270, 820) referred to “‘the joint 
use of facilities and the joint incurring of expenses’’ by 
the transmission and extraction operations. But the estab- 
lished practice in other situations in which regulated and 
mregulated activities use the same facilities and jointly 
incur expenses is to allocate, so that each bears its fair share 
of the cost of the joint operations. See cases cited at pp. 58- 
59, supra. Such an allocation was made by the Commission 
for the Tuscola plant in this case. The evidence contains 
such an allocation for the plants at Liberal and Sneed. 
'(R. 2769-87 ; Ex. 77, 85, R. 6173-79, 6259-65.) 


‘The Court also referred to “‘the obvious fact that the ex- 
traction process is incident to the overall pipeline trans- 
‘mission and resale operations” (pp. 270, 820). Apart from 
‘what has already been discussed, this would seem to mean 
‘that petitioner’s transmission activities greatly exceeded in 
volume the extraction processing, that the extracted liquids 
‘were only a small proportion of the total volume of gas and 
that there would be no extraction if there were no pipeline 
‘for general transmission. But where a fair allocation is 
'feasible—and there is no finding here that it isn’t—these 
facts do not require that the customers of the regulated 
business be given all the profits of the unregulated. All of 
‘these facts would also have been true of the Tuscola extrac- 
tion operation. 


Furthermore, even though small in proportion to the 
pipeline business, the extraction business at Sneed and 
i Liberal are substantial and significant operations in their 
' own right, with separate facilities, separate employees, and 
| with operating revenues of over $2,000,000 per year (supra, 
p- 63.) 


Since no question of allocation was before this Court in 
' City of Detroit, that opinion does not hold that there can or 
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should be no apportionment when the percentage of ‘the 
extraction beneficial to the pipeline operation is Inown. 


Although the Detroit opinion stated that (on the facts 
there presented) the extraction operations were ‘‘within 
the jurisdiction of the Commission’’, it did not hold that 
this required the Commission to credit the extraction prof- 
its. The Court declared that ‘‘credit for these revenues 
should be given’’ because the Commission’s reason for the 
failure to do so was ‘“‘unacceptable” and because no other 
“basis for its conclusion that the extraction business should 
be treated as non-jurisdictional’’ had been demonstrated. 
(97 U.S. App. D.C. at 271, 230 F. 2d at $21). This should 
not—as the Commission erroneously assumed—foreclose 
the Commission from finding a different reasonable basis 
for a different kind of decision (allocation) on a different 
factual showing. Here a sound basis is presented for divid- 
ing the revenues between those useful and not useful to the 
pipeline operations.° 

Although in such circumstances an allocation would seem 
to be required as a matter of law, where it is practicable to 
make it, we do not have here a case in which the question is 
whether the Commission misconstrued the statute in this 
respect. When exercising independent judgment and dis- 
cretion, the Commission held (in Opinion No. 269) that 
none of the extraction revenues should be credited. In def- 
erence to and because of this Court’s reversal of that deci- 
sion, it has now gone too far the other way, and held that 
all must be credited, even though only a small portion is 
useful for purposes of the regulated business and allocation 
is possible. It was clearly attempting to ‘‘come within the 

* The Court noted that the Commission in Opinion No. 269 had said 
that it was treating the extraction business as non-jurisdictional “to the 
extent that such extraction is not requisite to preparation of the gas for 

ipe-line transportation”. But in the context of the Commission’s opinion 
in No. 269, it is clear that “requisite” meant necessary, essential or re- 
Seiet Rees tes betes Se Leta 


extraction is beneficial to the efficiency of the pipeline operations, whether 
or not essential, the revenues should be eredited to the pipeline account. 
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rule laid down by this Court’”’ (R. 8410), and not exercising 
an independent discretion of its own.® F 


.._In doing so, we submit that the Commission read this 
Court’ s decision unduly narrowly in reference to facts 
which were mt before the Court in the earlier case. The 
Court should hold now that only those portions of the ex- 
traction revenues which represent the extraction useful to 
pipeline transmission operations should be credited to the 
latter, or at least make it clear that the Commission has the 
power to reach such a conclusion. 


O 
NO. 1116 


|. No..1116 is the proceeding which was before this Court 
in the City of Detroit case, and which is in this Court as 
‘No. 16584. It involves the period from February 20,.1952 
to December 31, 1954. As has been noted, this Court set 
aside the Commission’s decision and ordered the case ‘‘re- 
manded to the Commission for further proceedings not in- 
consistent with this opinion.” The reversal related to the 
points considered in Points I A and II of this brief; ques- 
tions treated in Points IB and IC were not there raised. 


: In 1956, the Commission stated that the proceeding would 
‘be reopened to enable the parties to present evidence rele- 
‘vant ‘‘to the issues and questions raised by the opinion of 
‘the Court’’, as the Commission ‘‘shall hereafter provide by 
further order’’. (R. 3552). But no such order was issued, 
and no additional hearing was held. Instead, the Commis- 
‘gion issued an opinion stating that its reasoning in No. 2506 
‘controlled on all points. (No. 16584, R. 27845). 


The decision in No. 2506 was based on evidence intro- 
‘duced in that proceeding, and not before the Commission in 
* The trial examiner’s decision, with which the Commission agreed, 


was also based entirely on this Court’s opinion in the City of Detroit 
ease. (R. 7772-3). 
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No. 1116, and with respect to a different period of time. We 
believe the Commission erred in deciding one case on the 
basis of evidence in the record in a different proceeding.* 


Nevertheless it is true that if No. 1116 were reopened 
petitioner would introduce evidence similar to that in No. 
2506. Petitioner has no desire to relitigate unnecessarily 
issues relating to the period ending in 1954. Petitioner sug- 
gests, therefore, in line with the Commission’s method of 
treating the case, that it would be appropriate for this 
Court to dispose of No. 1116 on the basis of its decision in 
No. 2506. If the latter is reversed on grounds dependent 
upon evidence which petitioner was precluded from offering 
in No. 1116 because of the Commission’s failure to reopen 
the hearing in that case, petitioner should be given an op- 
portunity to offer such evidence. Cf. Minneapolis Gas 
Company v. Federal Power Commission, 294 F. 2d, 212, 217 
(App. D.C., 1961). 


Respectfully submitted, 


Rosert L. Stern 
Mayer, Friedlich, Spiess, Tierney, 
Brown & Platt 
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* The cases were not consolidated as they could have been. Petitioner 
had it Pr that No. 1116 be reopened for additional evidence and that 


such additional evidence be incorporated in both records (R. 3544-5, 
7577, 7618; No. 16584, R. 27410). 


BRIEF FOR THE RESPONDENT 
rd 


In TH 


nites States Court of = 


FOR THE DISTRICT OF COLUMBIA CIRCUIT 


Nos: 16583 and 16584 © 


Soret ge acer Prsiom cacse, PEITTIONER 
v. 
- Faperat Powze Casio RESPONDENT 


ow PETITIONS: T0 REVIEW ORDERS OF THH FEDERAL POWER 
COMMISSION 


EE a eee eee 


HOWARD E. a 


FEB 15 1962 


Se tle 


'! COUNTERSTATEMENT OF THE QUESTIONS PRESENTED 

In the opinion of the respondent, the questions are: 

1. Whether the Commission had a reasonable basis for con- 
cluding that petitioner had not justified the allowance of the 
so-called commodity value (or its monetary equivalent) for 
natural gas produced by it. 

2. Whether the Commission is correct in requiring that the 
tax savings resulting from use of the intangible well drilling 
and statutory depletion deductions allowed by the Internal 
Revenue Code be passed on to the ratepayer. 

3. Whether the Commission’s allowance of a 6 percent rate 
of return on petitioner’s well-mouth properties is reasonably 
supported by the evidence. 

4. Whether, in the circumstances of this case, the Commis- 
sion was reasonable in requiring all net revenues resulting from 
hydrocarbon extraction operations incident to the operation 
of'a natural gas pipeline to be credited to the cost of service of 
that pipeline. 


(yD) 
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INDEX 


Counterstatement of the questions presented. 
Counterstatement of the case 

Statute involved. 

Summary of argument_ 


I. Panhandle failed to justify a greater allowance for company 
produced gas than the amount allowed by the Commission... 
A. The Commission’s use of an adjusted test year to 
encompass future exploration and development 
expenses is reasonably calculated to allow the 
amount needed to encourage pipeline exploration 

and development 
1. The Commission adjusted the 1954 test year 
cost of service to cover increased explora- 
tion and development to the extent an 
increase was shown to be definite and 


2. Petitioner’s hypothetical program of explo- 
ration and development is purely con- 
jectural 

3. Petitioner’s ‘deferred charge” theory involves 
duplication of costs of gas 

4, The claimed costs of the hypothetical explo- 
ration and development program include 
$12.3 million of principal for capital outlays, 
whereas only return thereon and depreci- 
ation-depletion thereof would, at most, be 
allowable 


and highly speculative whereas clear con- 
sumer detriments are immediate and 
certain 


relating to intangible well drilling costs and 


statutory depletion 


savings to be passed on to the ratepayer__. 
ap 


Argument—Continued 
I. Panhandle failed to justify a greater allowance for company 
produced gas than the amount allowed by the Commission— 
Continued 

C. The 6 percent rate of return on Panhandle’s produc- 
tion properties is fair and reasonable andis supported 
by substantial evidence 

1. The record fully supports the Commission’s 6 
percent finding, 

2. The Commission’s allowance for incentive in 
rate of return was reasonable in light of 
other provisions for incentive. 

3. Dr. Morton’s testimony was not entitled to 
weight. 

4. Return should enable new capital to be raised, 
not provide the new capital 

II. The Commission acted reasonably in crediting all of the 
revenues from the Liberal and Sneed extraction plants to 
the pipeline cost of service. 

A. The Commission was correct in its reading of City of 
Detroit with respect to extraction operations. 

B. Panhandle’s evidence was insufficient to show any 
arbitrariness in the Commission’s treatment of 
extraction operations 

1. In the absence of a satisfactory showing that 
pipeline operation would not require incur- 
rence of all of the extraction costs, it should 
be credited with all extraction profits. 

2. So long as pipeline operation requires extrac- 
tion, it should be carried out so as to reduce 
cost of pipeline service so far as reasonably 
possible. 

3. Pipeline cost of service should be credited 
with extraction profits to compensate for 
reduced heat value of residue gas 

Conclusion. 
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Hope Natural Gas Co., 3 FPC 150, sct aside, 134 F. 2d 287 (CA4), 
reversed 320 U.S. 591 
*Lexington, Cities of, v. F.P.C., 295 F. 2d 109 (CA4)._ 10, 21-22, 26-28 
Michigan Consolidated Gas Co. v. F.P.C., 108 AppDC 409, 283 F. 
2d 204, certiorari denied sub nom, Panhandle Eastern Pipe Line 
Co. v. Michigan Consolidated Gas Co., 364 U.S. 913 
Mississippi River Fuel Corp., 11 FPC 288 
Panhandle Eastern Pipe Line Co. v. F.P.C., 324 U.S. 635 
Panhandle Eastern Pipe Line Co. v. F.P.C., 236 F. 2d 606 (CA8). 5, 10, 31 
Phillips Petroleum Co., 24 FPC 537, affirmed sub nom. Wisconsin 
v.F PC. AppDC i F, 2d , CADC Nos. 
16175, et al., decided November 30, 1961 10, 29, 32 
Tennessee Gas Transmission Co. v. F.P.C., 293 F, 2d 761 (CA5), 
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United Fuel Gas Co., 23 FPC 127, 512, set aside sub nom. Cities of 
Lexington, et al. v. F.P.C., 295 F. 2d 109 (CA4) 
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F.P.C., Uniform System of Accounts for Natural Gas Companies, 
18 C.F.R. Part 201 
Definition 11(a) 
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*Cases chiefly relied upon are marked by asterisks, 


In the 


GAnited States Court of Appeals 


FOR THB DISTRICT OF COLUMBIA CIRCUIT 


Nos. 16583 and 16584 


PANHANDLE Eastern Pree Ling CoMPANY, PETITIONER 
v. 
FeperaL Power CoMMISSION, RESPONDENT 


ON PETITIONS TO REVIEW ORDERS OF THE FEDERAL POWER 
COMMISSION 


BRIEF FOR RESPONDENT FEDERAL POWER COMMISSION 


COUNTERSTATEMENT OF THE CASE 


The two Federal Power Commission orders under review 
disallowed the increased rates collected, subject to refund, by 
Panhandle Eastern Pipe Line Company during the periods 
from February 20, 1952, to December 31, 1954 (No. 16584 in 
this Court, FPC Docket No. G-1116, Opinion 269A), and from 
January 1, 1955, to August 31, 1958 (No. 16583 in this Court, 
FPC Docket No. G-2506, Opinion 344). The Commission or- 
ders required Panhandle to file lower substitute rates on the 
basis of which refunds are to be made. Panhandle’s substi- 
tute filings show that refunds totalling about $44 million * plus 
6 percent interest will have to be made for the two cases (R. 
8574-8651; No. 16584, R. 27650-27704)? 

The History of the proceedings—While there were two 
separate rate proceedings before the Commission, the same 
issues are present in each. The earlier proceeding (FPC 


2'The Commission has not as yet accepted the substitute rates on which 
the amount of refunds were computed by Panhandle. 

? As petitioner has done in its brief, record references are to the record 
in No. 16583 (FPC Docket No. G-2506) unless otherwise indicated. 


(1) 


2 


Docket No. G-1116) was the subject of this Court’s remand 
in City of Detroit v. F.P.C., 97 AppDC 260, 230 F. 2d 810, 
certiorari denied, 352 U.S. 829 (No. 16584, R. 27285-27309). 
The increased rates involved in No. G-1116 were filed by 
Panhandle in August 1951, suspended by the Commission in 
September 1951, and became effective, subject to refund, on 
February 20, 1952 (No. 16584, R. 26204-5). After hearings 
the Commission, on April 15, 1954, issued Opinion No. 269 
(No. 16584, R. 26192-26410, 13 FPC 53) which allowed about 
$12,780,000, of the $21,400,000 increase there sought by Pan- 
handle (No. 16584, R. 26304). 

In approving those rates, the Commission (1) allowed Pan- 
handle -to-include in its cost of service the so-called “field price” 


or “commodity value” j duced gas, instead of 


making that allowance on the conventional cost of service-rate 
base approach and (2) treated Panhandle’s gasoline extraction 
operations at Sneed, Texas, and Liberal, Kansas, as non-juris- 
dietionsl (No. 16584, R. 26209-26244, 13 FPC at 50-79). One 
oF the Commissioners dissented on these allowances (No. 16584, 
26323-26353, 13 FPC at 122-143). This Court, on December 
15, 1955, set aside this order in City of Detroit, supra, because 
the record and findings did not support the allowances. 

As this Court indicated in the City of Detroit case, the 
Commission decided to allow Panhandle to attribute the field 
price in lieu of using the cost of gas produced by it because of 
the View that the traditional cost of service method (1) tended 
Gnduly to acceIerave Tonsumption of gas, (2) Mie Nov sm 
ciently encourage its discovery and development and (3) did 
not sufficiently promote ownership of gas reserves by pipeline 
companies which it deemed to be in the public interest. 
See City of Detroit, supra, 97 AppDC at 266, 230 F. 2d at 816. 
While rejecting contentions that just and reasonable rates 
under the Natural Gas Act could only be determined by use of 
the traditional method, the Court held that the Commission 
had not sufficiently correlated its reasons for using field price 
to the evidence; stating (97 AppDC at 267-268, 230 F. 2d at 
817-818) : 


*t was also held improper for the Commission to consider the effect of 
the rate level on the degree of consumption. 


3 


While as we have indicated the Commission may be 
empowered to consider some of these factors it must 
also, and always, relate its action to the primary aim 
of the Act to guard the consumer against excessive 
rates. If the Commission contemplates inereasin 1p'ee 
for the purpose of encouraging exploration and develop- 
ment, or the ownership by pipeline companies of thej 
own producin: ee toi i 
creas 
for the pur Further than this we think the Com- 
mission cannot go without additional authority from 
Congress. 

The amount allowed Panhandle for the encourage- 
ment referred to is not shown to meet this test by any 
evidence and findings. Of course the rate increase at- 
tributable to producing properties might have a ten- 
dency to encourage their ownership, and perhaps also 
the development of new sources of production, as an 
even greater increase might also do. But the question 
is whether a lesser amount would suffice. The amount 
here allowed is not brought into relationship by the 
evidence and findings with the purposes for which it 
is granted except that it affords a larger revenue to 
Panhandle than otherwise it would have. This is not 
an adequate basis for bringing the resulting rates within 
the “just and reasonable” standards of the Act. The 
mere fact that the field price method is used does not 
vindicate the rates. Its use can be justified only in 
terms of a demonstrated public interest. In this case 
an allowance for the desired purposes, assuming they 
are valid, could be included without resort to the field 
price system. When the latter method is used the 
evidence and findings must show that the increase in 
rates thus caused is no more than is reasonably neces- 
sary for the purposes advanced for any increase. * * * 
[Footnotes omitted.] 

In addition, the Court said that “it is essential in such a case 
as this” to use the rate base approach “at least as a point of 
departure”. 97 AppDC at 268-269, 230 F. 2d at 818-819. 
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The Comminion’s mestnent ot Di a om Ie long stan 
erations mm Opinion No_ 260 lso-depated irom its long stent 
ing prior practice of including all the costs.of thase operations, 
inclu ing @ 1 fair return on the investiment, in the overall cost ——~ 
of Service of the pipeline_an iti reve aaa 
to that cost of service. Instead, the Commission chose to treat 
these operations as separate businesses, principally because of 
its view that the rates which it prescribed “for the sale of 
natural gas for resale should not rest in part upon the fluc- 
tuating and unregulated prices of natural gasoline and other 
liquid hydrocarbons.” 97 AppDC at 269, 230 F. 2d at 819. 
This Court held that the possibility of such fluctuations was 
not a valid basis for refusing to credit extraction revenues 
and that Panhandle’s extraction operations were clearly 
jurisdictional. 
For these reasons, this Court set aside the Commission’s 
order and remanded it to the Commission for further proceed- 
ings not inconsistent with its decision. With respect to the 
field price issue only, the Court said it would “remand the 
case to enable the Commission, if it so desires, to seek to sup- 
plement the record and findings.” 97 AppDC at 269, 273, 
230 F. 2d at 819, 823. 
Prior to this Court’s decision and the remand, Panhandle 
had filed new rates which would have resulted in annual 
revenues of $12,127,684 in excass.of those approved bythe 
Commission in Opinion No. 269 (R. 8399, 25 FPC at 789). rh 
By order of July 29, 1954, these increased rates were suspended 
in FPC Docket No. G-2506 until January 1, 1955. Hearings 
were held in October 1954 and after presentation of Pan- 
handle’s case-in-chief, the Commission, on December 13, 1954, 
granted motions to dismiss those increas xtent 
that they reflected Panhandl %s proposed revisions of rate of 
Tetunee working capital, location_of costs and rate structure. 
‘As to those issues it found that Panhandle had shown no 
change in circumstances or other justification for departing 
from the Commission’s findings in Opinion No. 269 (R. 7330- 
7336, 13 FPC 1570). This interim order, which caused Pan- 
handle to file and collect substitute rates, subject to refund, 
that were designed to yield about $5 million less than the 
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originally proposed rates, was affirmed by the Third Circuit. 

. Panhandle Eastern Pipe Line Co. v. F.P.C., 236 F. 2d 606. 

The substitute increased rates became effective on January 
1, 1955, subject to refund. 

Thereafter, extensive hearings, which were resumed prior 

to this Court’s remand in City of Detroit, were held until Janu- 

i ary 1957 (R. 379-4056). During this period, Panhandle was 

afforded the opportunity to present such additional evidence 

' as it might deem necessary as a result of the Supreme Court’s 

' refusal to grant a petition for a writ of certiorari from the 

! City of Detroit decision. See R. 3400-3401, 7618-7622. In 

February 1959, the hearing examiner rendered a decision 


' halding, abe ne that Panhandle had = to justify an 
allowan own production prester at sone a 


only (R. 2213-87) “The reopened hearings (R. 4067-5160) 
: were concluded on March 11, 1960. The Commission then 
waived further intermediate decision by the examiner (R. 
' $384) and after oral argument (R. 5170-5322) issued Opinion 
No. 344, the order under review in No. 16583 (R. 8399-8420, 
25 FPC 787). 
The orders under review—The Commission issued the 
orders under review in both cases on April 27, 1961 (R. 8399- 
' 8420, 25 FPC 787; No. 16854, R. 27486-27489, 25 FPC 784), 
and denied rehearings on June 26, 1961 (R. 8471-8476, 25 
FPC 1215; No. 16854, R. 27542-27544, 25 FPC 1214). 
In its principal opinion, written in No. 16583 which relates 
to rates in effect from January 1, 1955 through August 31, 
1958, the Commission concluded with respect to the issues 
| here under review, first that Panhandle had not shown neces- 
i gary justification for the claimed commodity value allowance 
for company produced gas, which if allowed would have in- 
creased the allowance for Panhandle’s production during the 
: 44-month refund period by more than $20 million. In finding 


“On September 1, 1958, new increased rates, not here at issue, became 
effective subject to refund (R. 8414). 
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that Panhandle had not supported use of a commodity value 
allowance for its own gas, the Commission rejected the various 
bases on which Panhandle attempted to justify an allowance 
in excess of cost as determined on the basis of the agreed upon 
test year ending October 31, 1954. Thus, it held that evi- 
dence of a proposed program of future expansion during the 
1960-1964 period was not competent to test the rates in effect 
from January 1, 1955 to August 31, 1958 (R. 8404). However, 


the Commission found that it was reasonable to adjust-theex- 


aminer’s test year allowance for exploration and development 
by the average amount actually spent in the test year, the re- 
~and the uent refund period, ni 

that the examiner's allowance for ex loration and 

vas less than that actually expend basis during 
the 44-month refund period (R. 8405-8406). It stated, more- 
Over, thatinatother proceeding in setting rates for the future, 
we would not necessarily hold a natural-gas company to ex- 

enditures confined to the test year” (R. 8404). 

The Commission held, in addition, that Panhandle had not 
justified commodity value with its evidence purporting to 
show that it should have engaged in more exploration and 
development during the refund period than it did and that it 
allegedly had not undertaken this hypothetical program be- 
cause it did not know how much the Commission would allow 
for its produced gas (R. 8403-8404, 8471-8472). Further- 
more, it found unpersuasive Panhandle’s claim that allowance 
of commodity value would save consumers large amounts be- 
cause that allowance would be less than the amount Panhandle 
would pay for gas on the market. It noted particularly that 
Panhandle had ignored the higher cost to customers for pres- 
ently produced gas since the claimed commodity value was 
higher than the allowed cost of produced gas (R. 8404-5). 

The Commission also concluded that the revenues derived 
from the hydrocarbon extraction operations at Sneed, Texas, 
and Liberal, Kansas, should be credited to the cost of service, 

at o-12—3 ’ era te 


is reasonable & bh 
of service purposes, P 
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ally payable as a result of deductions claimed under Sections 
263(c) and 613 of the Internal Revenue Code of 1954 for 
statutory depletion and intangible well drilling expenses (R. 
8409-11, 8414-17, 8472-4). 

ission also found, contrary to the examiner’s de- 


‘~ adjustments in its cost of service So as Include certain post 

test—year changes in-wosts (R. S200-9)-—hargetyperause or 
| Phese adjustments, She eo a Te, 
pestamoostal service Sled by Panhandle pursuant to this order, 
‘which prescribed the method of computing the rates but did not 
compute specific rates, is $67,987,625 (R. 8548) ° compared to 
the $63,494,594 approved by the examiner (R. 8401). 

After the full hearings, the examiner’s decision (prior to the 
reopened hearings), and oral argument in Docket No. G-2506 
(No. 16583 here), the Commission determined that there was 
no point to reopening for further evidence the proceedings in 
Docket No. G-1116, the proceeding remanded to the Commis- 
sion in the City of Detroit case, supra, p. 2, in view of the full 
presentation made in No. G-2306 on the issues remanded by 
this Court (No. 16584, R. 27486-27488). In denying rehear- 
ing (No. 16584, R. 27542-27543), the Commission pointed out 
that Panhandle was fully aware that the issues involved in the 
two cases were the same and that the same parties were pres- 
ent in both. It also noted that this Court’s remand did not 
require a reopening and that from “the evidence adduced in 
Docket No. G-2506 it became obvious that the court’s remand 
could be complied with without further hearings in Docket No. 
G-1116” (R. 27542). Substantively, the Commission reached 
the same conclusions on commodity value, h drocarbon extrac- 
tior’ plant credits, rate of return and income tax benefits as in 
Docket No. G-2506-No-t058¢R: 27480-7). ASI WHat Case, ae 
no-speciffe rates were computed, but Panhandle was ordered 
to file new rates subject to Commission approval, for the 
periods from February 20, 1952 to December 31, 1954 involved 
in that case (No. 16584, R. 27487-27488). 

The petitions for review followed. 


‘This figure is based on Panhandle’s recomputations which are still sub- 
ject to Commission approval, 
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STATUTE INVOLVED 


Natural Gas Act, June 21, 1988, c. 556, 52 Stat. 821-833, as 
amended, 15 U.S.C. 717-717w. For the convenience of the 
Court pamphlet copies of the Act will be lodged with the Clerk. 


SUMMARY OF ARGUMENT 


I. Panhandle’s evidence fails to justify an allowance for 
company produced gas above the 4.7¢ per Mcf allowed by the 
Commission. While the Commission indicated that this al- 
lowance might not encourage a continuing program of suff- 
cient exploration and development by Panhandle, this con- 
clusion was but a recognition of the obvious refusal of Pan- 
handle to commit itself to such a program unless it is allowed 
its claimed commodity value of 10.45¢ per Mef (or its monetary 
equivalent). 

A. The order under review provides a reasonable basis for 
permitting a company such as Panhandle to plan and carry 
out a reasonable exploration and development program. For 
the Commission, in using its usual method of fixing pipeline 
rates for the refund period here involved, adjusted the test 
year allowance for exploration and development to reflect the 
actual exploration and development expenses incurred during 
the entire 1955-1958 refund period. It stated, moreover, that 
in setting rates for the future it would not necessarily limit the 
allowance for exploration and development to such expenses 
incurred in the test year. Except for Panhandle’s arbitrary 
insistence on commodity value, an exploration and develop- 
ment allowance on this basis is reasonably calculated to en- 
courage exploration and development. 

In any event, Panhandle’s evidence does not warrant allow- 


ance of any greater amount. The Commission was certainly 
reasonable in not founding a greater allowance on Panhandle’s 
purely tonjectural claim that it should have spent an additional 
period, when it had not in fact done so. Even Panhandle 
admits (Br. p. ST) that charging such hypothetical costs to 
the refund period ratepayers would be fair only if there were 


an assurance that such amounts if allowed would be used 
for the stated purpose in the future, but that is not the 


9 
ne the ical costs 


ent for the claimed 10.45¢ 


| per Mcf commodity value depeMas upon allowance of the full 
$20 million hypothetical PIOLTAM, Tess Than hale ofthat 
ount would proper: een treated as exploration apd 


development’ expenses : nm under- 
taken, for the remainder was comprised of hypothetical capi- 
tal_outlays. Panhandle attempts to overcome this obvious 
defect in its case by arguing that the cost of service allowance 
for exploration and development should include the capital 
for productive wells, as well as the dry hole and general ex- 


ploration expenses now allowed. 
on ae il tat prem that a pipeline producer is in- 


a Panhandle’s claim that eeadaaaaedls 
value for its production yee Se ner ae naa 
is not supported in the recor ile Panhandle states that 
the allowance of commodity value would result in greater pro- 
duction by it so that higher priced gas would not have to be 
purchased in the amount of that increased produ ; 


argument overlooks that any such saxi re 
handle’s p Gtion if the 10.45¢ commodity value claimed 
Panhandle were allowed. oreover, the record fails to show 
when iréver, the savings envisioned by Panhandle would ex- 
ceed the higher costs for gas from presently producing wells. 

B. Panhandle’s contention that regulated pipeline producers 
should be allowed to include in their cost of service the amount 
of tax savings made possible by the intangible well drilling and 
statutory depletion provisions of the Internal Revenue Code 
has been correctly rejected in two recent court of appeals de- 
-. eigions: “ET Paso Natural Gas Co. v. F.P.C., 281 F. 2d 567 

| “(Oxk5}scertiorari denied sub nom. California v. F.P.C., 366 US. 
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912; Cities of Lexington v. F.P.C., 295 F. 2d 109 (CA4). As 
both courts held, the intended benefit to the taxpayer is 
achieved by enabling him to charge reduced rates which im- 
prove his competitive position. We show that the alleged 
inconsistencies with the portion of this Court’s City of Detroit 
decision, supra, p. 2, relating to accelerated amortization and 
the El Paso case, supra, are nonexistent. 

C. The Commission’s allowance of a 12 percent return on 
equity resulting in an overall return of 6 percent on Pan- 
handle’s well-mouth properties is reasonable and supported 
by the record. An integrated pipeline such as Panhandle is 


financed as a single business. Accordingly, the 534 percent 
overall return that had previoufly been_found_ appropriate, 
ot lead Tor Pannandles nonprodacing properties, by the 
Line Co. v. F.P.C., 236 F. 2d 606 (CA3)) was, as the Com- 
mission found here, equally reasonable fof ~Panhandle’s pro- ~ 
ducing properties, aside from any increment for incentive 
to use or invest capital for the purpose of exploration and 
development activities. The Commission’s allowance of $ 
12 percent on equity (the same equity return allowed in 
Phillips Petroleum Co., 24 FPC 537, affirmed sub nom Wis- 
consin v. F.P.C., —— AppDC ——, —— F. 2d —— (CADC, 
Nos. 16175, et al., November 30, 1961) ) was reasonably calcu- 
lated to provide the increment for incentive found needed in 
the circumstances of this case. 

II. Petitioner’s hydrocarbon extraction operations at Sneed, 
Texas, and Liberal, Kansas, concededly improve the efficiency 
of its pipeline operations and hence are incident to those oper- 
ations. The Commission included all of Panhandle’s costs 
relating to those extraction operations in the pipeline cost of 
service and credited all the revenues. The crediting of revenues 
from extraction plant operations which are incident to the 
proper operation of a pipeline was found appropriate by this 
Court in the City of Detroit case, supra, p. 2, where, indeed, 
the Court set aside a Commission order which had failed to do 
that. 

Panhandle’s evidence here did not require a departure fro 
this method of splitting the profits from extraction plant oper- 


ations between—the-prpetitie ald the Tatepayer. Witte Pan- 
et AL 


ll 


handle showed that not all of the extraction done annually 
was to aid pipeline operation and improve efficiency, the record 
fails to show to what extent, if any, the fixed costs of the ex- 
traction operations would be reduced if extraction was kept at 
the minimum needed for proper pipeline operation. Since even 
under its theory, Panhandle believes that revenues should be 
sredited to the pipeline cost of service 10 the extent that the 
pipeline is responsible for costs, Panhandle’s presentation was 
inherently defective for this reason 6. Moreover, the 
récord indicates, i itati , that ex- 
traction in excess of the amount alleged by Panhandle to be 
needed, reduces the ability of the existing pipeline to deliver 
as much total heat value to consumer as it could if there were 
only the needed extraction. Panhandle’s proposed allocation 
did not, and on this record could not, take this into account. 


ARGUMENT 


I. Panhandle failed to justify a greater allowance for com- 
pany produced gas than the amount allowed by the Com- 
mission 
Panhandle contends that in fixing the rates on which the 


. prescribed refunds are to 

: locked-in period here involved * the Commission should have 
allowed 10.45¢ per Mef for the gas which was produced by it. 

| This 10.45¢ per Mef is the so-called commodity value or 
weighted average field price computed by it for the 1954 test 

: year.” It is equivalent to the 8.44¢ commodity value for the 


“While Panhandle has filed petitions for review in two cases, the facts 
referred to in the argument will, unless otherwise stated, refer entirely to 
the Commission’s order in FPC Docket No. G-2506 (No. 16583 here). 

‘Contrary to Panhandle’s assertion that the level of the weighted field 

| price is not at issue, it should be pointed out that Panhandle calculated 
that price on the basis of 1954 prices. At that time, many prices in Okla- 

| homa and Kansas exceeded permissible contract prices as a result of mini- 
mum price statutes, which have since been found invalid by the Supreme 
Court. As a result of these cases, many suits have been instituted to 

| recover the difference between contract prices and the price under the 
minimum price statutes. Until those cases have been resolved, the precise 
level of the commodity value will not be known. The Commission took this 
fact into account in providing that Panhandle will have to refund any recov- 
eries it might obtain on this basis for purchased gas (R. 8418, 8420). Since 
it did not accept the commodity value principle, there was, of course, no 
occasion to question the exact amount of the figure used by Panhandle. 
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1952 test year allowed by the Commission’s order (No. 16584, 

a R. 26914; 13 FPC at 62) which was set aside when Panhandle’s 
rates were before this Court in City of Detroit v. F.P.C., 97 
AppDC 260, 230 F. 2d 810, certiorari denied, 352 US. 829. 
Panhandle seeks to support the allow ef in 

: j secon allowed 


ase approach, b i itional 
allowan per Mef should be made for explora- 


tion and development, which it sa: 
et. Br. pp. 10-13, 28-33). Alternatively, Pan- 
es in support of some excess over the 4.7¢ per Mef 
that it should be allowed to retain for its stockholders the full 
amount of federal income tax savings realized under the 
statutory depletion and intangible well drilling provisions of 
the Internal Revenue Code and also that the additional incre- 
ment of return on Panhandle’s investment in production prop- 
erties which the Commission here allowed was too small. 
The Commission’s allowance for exploration and development 
is discussed in point A, infra, pp. 13-21; its treatment of fed- 
eral income tax benefits in point B, infra, pp. 21-28; and its 
allowance of 6 percent return on production properties and 
534 percent return on the rest of Panhandle’s investment 
is discussed in point C, infra, pp. 28-86. We shall show (1) 
that the Commission’s order does, in fact, provide a reasonable 
basis for permitting a company such as Panhandle to plan 
expanded exploration and development programs, and (2) 
that Panhandle has failed to demonstrate that there is any 
reasonable basis for automatically allowing a pipeline the com- 
modity value for its own gas production or that the 10.45¢ com- 
modity value claimed here is justifiable on any other basis. 

It is also clear, contrary to petitioner’s assertions (Br. pp. 
26-28), that the Commission’s finding that it had allowed as 
much for exploration and development as could be justified on 
the record is in no way inconsistent with its further view that 
this allowance did not appear to be sufficient to encourage a 
vigorous and continuing program of exploration and develop- 
ment by Panhandle in the future (R. 8404-8406). For Pan- 
handle’s witnesses made it plain that Panhandle would not 
commit itself to any portion of the future exploration and de- 
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velopment program alleged to be necessary unless at least the 
monetary equivalent of the commodity value, z.e., 10.45¢, were 
allowed Panhandle for the gas produced by it during the re- 
fund period (R. 4788, 4956-8, 4967, 4973-81, 5045-58, 7721). 
In the face of such expressions, the Commission understandably 
recognized that the 4.7¢ per Mef it allowed, which was sub- 
stantially less than had been demanded, might not be sufficient 
to provide the “encouragement” which was demanded for con- 
tinuing exploration and development by Panhandle. More- 
over, in view of Panhandle’s history of spinning off its gas re- 
serves,® the Commission obviously could not assume that Pan- 
handle would undertake substantial exploration and develop- 
ment and continued ownership of the reserves so acquired on 
anything other than its own terms, even if the Commission’s 
rate methods were found reasonable by other pipelines produc- 
ing their own gas. 

A. The Commission’s use of an adjusted test year to encompass future ex- 


ploration and development expenses is reasonably calculated to allow the 
amount needed to encourage pipeline exploration and development 


In the City of Detroit case, supra, p. 2, this Court, in re- 


versing the Commission’s allowance of the commodity value 
for Panhandle’s own production in that case, concluded that if 
the Commission believed it necessary to encourage exploration 


and development hy_the allowances of an amount in excess of 
that encompassed in a normal cost of service test year ap- 
proach, the Commission should find how Men was wettretty 
needed for that purpose and that no more than that amount 
was needed. See, supra, pp. 2-37 tere tite COMmmisstorr whie— 
TefusiMiyto Allow the commodity value (or a monetary equiva- 


lent) demanded by Panhandle, did adjust.i ar cost of 
service_to EL a ee ex- 


pensés® actually incurred during the refund period and also 


®In 1948, large reserves were transferred to the affiliated Hugoton Pro- 
duction Company. See F.P.C. v. Panhandle Eastern Pipe Line Co., 337 U.S. 
498. In 1959, Panhandle organized another subsidiary, Anadarko Produc- 
tion Company, to which it again transferred substantial reserves (R. 4887— 
4895). 

*A company’s outlay for exploration and development consists of both 
operating expenses and capital costs. Under its traditional rate method, 
the Commission treats delay rentals, costs of nonproductive well drilling, 
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allowed a higher rate of return on Panhandle’s producing prop- 
erties than on the remainder of Panhandle’s plant. See infra, 
pp. 28-36. 


1. The Commission adjusted the 1954 test year cost of service to cover in- 
creased exploration and development to the extent an increase was 
shown to be definite and certain 

The Commission’s order here under review determined the 
refunds to be made for the 44-month period from the dates on 
which Panhandle’s filed rates became effective (subject to 
refund) until the date they were superseded by the subsequent 
filing of increased rates not here involved. It did this by fixing 
just and reasonable rates by use of the same method it would 
use in any pipeline rate proceeding under Section 5(a) to fix 
rates “to be thereafter observed and in force,” and then order- 
ing refund of the difference between charges based on those 
rates and the charges which had actually been collected. It 
began by determining Panhandle’s cost of service *° for the 
most recent “test year” for which data was available, making 
adjustments, if necessary, where future changes from test year 
costs were “definite and certain” Mississippi River Fuel Corp., 
11 FPC 288, 291. See El Paso Natural Gas Co., 22 FPC 260, 
263," approving examiner’s discussion, 22 FPC at 298. 

In this case, the Commission made an upward adjustment 
in the exploration and development expenses actually incurred 
during the test year to reflect the “definite and certain” 
changes established by the higher expenses actually incurred 
by Panhandle for exploration and development during the 44 
months refund period (R. 8405). The Commission also indi- 
cated that in a case setting rates for the future it would also 
not necessarily hold a natural gas company to exploration and 
development expenses incurred during the test year (R. 8404). 


abandoned leases, developmental geological surveys and similar activities 
as expenses. See, ¢g., 13 FPO at 60-61; No. 16584, R. 26210-11. Other 
costs, principally those related to productive wells, are capitalized. Pro- 
ductive well costs are generally capitalized by the industry. See Smith 
and Brock, Accounting for Oil and Gas Producers, pp. 200-202 (1959). 

» See, infra, p. 30, n. 19. 

2 Set aside on other grounds, 281 F. 2d 567 (CA5), certiorari denied, 
subd nom. California v. F.P.C., 366 U.S. 912. 
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The Commission’s action in adjusting the test year costs to 
reflect “definite and certain” increases in Panhandle’s explora- 
tion and development expenses and its comment relative to 
future rate cases, clearly refute Panhandle’s complaint that 
the Commission’s decision in this case would prevent it from 
undertaking an increasing exploration and development pro- 
gram because the Commission’s approach allegedly gives Pan- 
handle no assurance that it can recover expenses in excess of 
those incurred in the test year. On the contrary, so far as it 
may lawfully do so the Commission has given Panhandle every 
reason to assume that the costs of reasonable and necessary 
exploration and development will be allowed in the cost of 
service on which its rates are based. Petitioner’s contention 
(Br. pp. 31-33) that because many rate cases become “locked- 
in” before they are finally decided the Commission’s reason- 
ing here would prevent a company from ever engaging in 
an adequate program of exploration and development is 
absurd. For the Commission, in effect, allowed Panhandle 
its actual exploration and development expenses during the 
entire 1955-1958 refund period, even though a 1954 test year 
was used. It is only Panhandle’s insistence upon the allow- 
ance of the equivalent of commodity value or weighted aver- 
age field price for its own produced gas as a prerequisite to 
maintaining its own production that prevents it from engaging 
in an adequate program of exploration and development. 

Thus the amount allowed Panhandle for exploration and 
development expense by the Commission reflected the actual 
expenses for those purposes during the refund period, the test 
year figure being adjusted to include the average annual 
expense actually incurred for those purposes during the 44 
month refund period. By adjusting the test year exploration 
and development expenses in this manner, the Commission 
demonstrated that the cost of service approach in determining 
future rates takes into account a requirement for future ex- 
ploration and development expenses greater than those 
previously incurred,” where the future incurrence of such 
greater expenses is “definite and certain” from the record. 


*™It should be observed that cost of service ratemaking is as adaptable 
to changes in costs as the use of commodity value, which, as the record 
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2. Petitioner's hypothetical program of exploration and development is 
purely conjectural 

Petitioner’s contention that the Commission erred in not 
allowing it an additional $20 million (Br. p. 11) for the 
refund period which it argues it should have spent for ex- 
ploration and development but did not is baseless. The 
Commission’s conclusion that it was “not able to found an 
additional allowance for the produced gas on a hypothetical 
program of expansion” (R. 8404) is certainly reasonable. For 
obviously Panhandle was free to conjecture any size program 
of hypothetical expenditures. Here it chose to predicate the 
needed program on the basis that it had overproduced its 
reserves in the refund period and that short-term pipeline 
purchases should be replaced by company production (see 
Pet. Br. pp. 10-12). But it could just as easily have based its 
hypothetical exploration and development program on a need 
for gas for pipeline expansion or to replace existing long-term 
purchase gas contracts. Obviously, so long as Panhandle had 
not in fact undertaken the exploration and development dur- 
ing the time the rates were in effect, it had a free choice of ob- 
jectives for such a program. Elements of cost of service which 
remain so completely the subject of the company’s uncon- 
trolled, free choice are normally better judged on the basis 
of known performance rather than conjecture. Indeed, even 
Panhandle admits (Br. p. 31) that charging the refund period 
consumers with those hypothetical costs would be fair only 
“so long as there is assurance that it will actually be under- 
taken in the future.” To increase the rates allowed for this 
refund period on such a record would have been to give 
Panhandle what its actual conduct of its business showed it 
did not devote to the service of its customers. At the same 
time, such an increase in a rate having no effect beyond the 
refund period would necessarily fail to provide the contem- 
plated amount for any future period in which Panhandle 
might yet demonstrate by performance the reality of its con- 
jectured needs. 


indicated, does not remain static. Indeed, in a later filing Panhandle has 
claimed a 12.5 cent commodity value (R. 8405). 
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3. Petitioner's “deferred charge” theory involves duplication of costs of gas 


Petitioner is also clearly wrong in saying that allowance of 
the commodity value is reasonable in imposing the burden of 
the hypothetical exploration and development program on the 
refund period consumers. For as the Commission explained 
(R. 8472) this would place a double burden on the consumer. 
Under the cost-of-service method used by the Commission, 
the consumer pays in the 4.7¢ rate fixed by the Commission 
for the short-term pipeline purchases and Panhandle’s produc- 
tion, which of course includes the alleged overproduction of 
its own wells. If Panhandle’s “deferred charge” theory had 
been adopted to support the additional 5.75¢ needed to bring 
that allowance up to the commodity value, the consumer would 
have been charged with the costs of the hypothetical program 
in addition to the actual program, even though if that hypo- 
thetical program had been carried out during the refund period 
sufficient production would have resulted so that, according 
to Panhandle’s witness, the short-term pipeline purchases 
would probably not have been made (R. 4579-82).* 


4. The claimed costs of the hypothetical exploration and development pro- 


gram include $12.3 million of principal for capital outlays whereas only 
return thereon and depreciation-depletion thereof would, at most, be 
allowable 


As the Commission also noted (R. 8472), the claimed costs 
of the hypothetical program do not demonstrate the need for 
the claimed 10.45¢ allowance for the further reason that it in- 
cludes capital outlays, and not merely a return on such capital 
outlays together with depreciation and depletion charges appli- 
cable thereto. Specifically, the hypothetical program de- 
scribed by Panhandle included productive well costs of $12,- 
319,970 and dry-hole and other expenses of $8,491,790 (R. 6307, 
6329). Thus, if the program had, in fact, been carried out dur- 
ing the refund period, the Commission would only have in- 
cluded the approximately $8.5 million not resulting in produc- 
tive wells as operating expense, and depreciation and depletion 

In its brief (p. 29, second note), petitioner ignores this testimony in 
arguing that the hypothetical program would simply have eliminated the 
overproduction. Even if that had been the case, there would still be a 


duplication of payment for gas consumed, for the costs attributable to the 
overproduced gas are already in the cost of service. 
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of, and return on, the $12.3 million capital outlays for produc- 
tive wells, in the cost of service for the period, and related oper- 
ating expenses and taxes. But Panhandle’s justification of the 
claimed 10.45¢ commodity value depends on inclusion of the 
full $20 million (Br. p. 12). Of course, the program not having 
been carried out, allowing recoupment of the hypothetical cost 
of that program from consumers would in any event have been 
@ pure gratuity to Panhandle levied against consumers for a 
contribution never made to their service. 

Panhandle goes on to contend that traditional cost allow- 
ances are insufficient to enable a pipeline producer to engage 
in exploration and development, and that the allowance for 
its gas production should be sufficient to provide capital for all 
exploration and development costs, not just dry-hole expenses. 
This argument is premised on the unfounded assertion that 
(Br. p. 35) in the gas production business sufficient revenues 
must be generated to provide capital for perpetual exploration 
and development without the addition of new investment capi- 
tal. Why that should be the case is not apparent. For there 
is no basis for assuming that at least equity capital cannot be 
obtained in the market even by independent producers. 


While the risks of the independent gas production business 
may require a somewhat higher return on equity than the 
pipeline business, there is no persuasive evidence that investors 
will not provide capital even for independent producers, let 
alone pipeline producers. We discuss this further in connec- 
tion with Panhandle’s rate of return contention. Infra, pp. 
32-35. 


5. Claimed future consumer benefits are remote and highly speculative 
whereas clear consumer detriments are immediate and certain 


The foregoing considerations show that Panhandle has failed 
to demonstrate that the allowance of weighted average field 
price for its own gas production is reasonably required to en- 
courage exploration and development and continued owner- 
ship of its own gas reserves. Unless, that is, its own arbitrary 
refusal to engage in production except on its own terms must 
be adopted as a measure of what is reasonably required to en- 
courage production. Moreover, even if Panhandle had car- 
ried out its hypothetical program during the refund period. its 
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elaim that allowance of weighted average field price will result 
in future consumer savings (Br. pp. 39-40) is at best: spec- 
: Panhandle claims that such savings would occur because 
weighted average field price will remain below the price that 
Panhandle would have to pay if it purchased gas instead of 
producing it. Thus, as the Commission pointed out (R. 8404), 
Panhandle has asserted that if instead of having produced 
about-368 million Mef during the refund period it had bought 
the same amount of gas at the price then being paid for pur- 
chased gas, the cost to the consumer during the refund period 
would have been $15 million greater than if the commodity 
value were allowed here. Of course, since Panhandle, in fact, 
did produce that amount of gas during the refund period, such 
@ saving to the consumers is purely fictitious; the rates the 
Commission has prescribed results in a refund that saves the 
consumer not a hypothetical $15 million, but a real $21 million. 

As to the future, while it might be cheaper to the consumer 
if Panhandle were to produce its own gas and receive the 
weighted average field price for it than if it purchased it, the 
Commission necessarily recognized that under Panhandle’s 
contentions all of Panhandle’s own production, not just incre- 
mental amounts stemming from new exploration and develop- 
ment programs, would cost the consumer the weighted average 
field price. Using the figures relating to the 1955-1958 refund 
period for illustrative purposes and assuming that the hypo- 
thetical program had been carried out, this would mean that 
the ratepayers would be charged 10.45¢ per Mef instead of the 
4.7¢ allowed by the Commission in this case. In other words, 
the unit cost of this gas to the ratepayers would be increased 
5.75¢ per Mcf. At the same time, the purchase of gas made 
unnecessary by Panhandle’s assumed additional production 
would be only 4.15¢ less at the weighted average field price 
(10.45¢) than the average cost of purchased gas (14.6¢). But 
since a 5.75¢ increase per Mef on the 368 million Mef actually 
produced by Panhandle is far more than a 4.15¢ per Mef sav- 
ing on the 43 million Mef additional assumed production, it is 
obvious that if Panhandle in fact carried out the hypothetical 
exploration and development program during the refund pe- 

628510—62——4 
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riod, the net loss to the ratepayers for gas supply would have 
been about $19 million. ; a 

There is, of course, no basis for assuming that if Panhandle 
is not allowed field price in this case it could cease production 
from wells now attached to its transmission system or that-it 
would cease maintaining its reserves at least from the develop- 
ment of semi-proven acreage (see Pet. Br. p. 14). While the 
reserves underlying present production are not inexhaustable, 
the record is silent as to how many years and in what quantities 
Panhandle would produce gas without engaging in exploration 
and development of unproved acreage. 

Clearly, so long as the 4.15¢ and 5.75¢ differentials remain 
the same, or in the same relation to each other, Panhandle’s 
production would have to fall off so greatly as to more than 
reverse the 368/43 ratio of produced to replaced purchased gas 
(for the refund period) before consumer’s accumulative savings 
would over-come their accumulated losses which would have 
amounted to $19 million during the 1955-58 refund period 
alone. Panhandle’s brief is silent as to any evidence in the 
record showing how long consumers would have to wait before 
such a reversal would change the accumulated consumer detri- 
ment to an accumulated consumer benefit—even on Pan- 
handle’s own premise that the weighted average field price will 
continue to maintain its differential below purchased gas costs. 
If that differential is not maintained but decreases, the accu- 
mulated consumer benefits envisioned by Panhandle may never 
be sufficient to offset the accumulative losses including the $19 
million during the 1955-58 refund period. 

In this respect, it is pertinent to note that Panhandle as- 
sumes (Br. p. 39, R. 4941-42, 5008-15) that, because of rising 
gas prices in the past, the weighted average field price in the 
future will be at least 6¢ below the price of new gas. This 
argument (Br. pp. 39-40), which is predicated on the belief 
that Commission regulation in the future will not stem this 
continuing increase in the cost of gas, is purely speculative, so 
that Panhandle’s estimates of savings (R. 6384) are also spec- 
ulative for this reason alone. We need not enlarge on the 
questionable propriety of Commission acceptance of Pan- 
handle’s assumption of such a defeatist premise. 
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Moreover, even if the estimate of possible benefits to future 
ratepayers rested upon a firmer foundation than it does, the 
Commission could not reasonably ignore the sure additional 
cost to the ratepayers during the 44 month refund period in- 
volved in this case, the prior 23 months refund period involved 
in FPC: Docket No. G-1116, and the ensuing period from 
September 1, 1958, until at least April 27, 1961, the date of 
the order under review. Panhandle seeks to gloss over these 
current additional costs.to the consumer by saying that the 

. “whole point of encouraging exploration and development is 
to benefit the consuming public in the future by providing it 
with more and cheaper gas” (Br. p. 40). But, as this Court 
stated in the City of Detroit case, supra, 97 App. DC at 267, 230 
F. 2d at 817, while the Commission may be empowered to 
consider the encouragement of exploration and development 
in establishing the rates of a pipeline, it “must also, and al- 
ways, relate its action to the primary aim of the Act to guard 
the consumer against excessive rates.” This necessarily in- 
cludes not only the future consumer but the present consumer. 
In a situation such as this the speculative possibility of future 
benefits, if any, that. might result from an allowance for a 
weighted average field price to Panhandle was properly weighed 
by the Commission (R. 8405) against the immediate certain 
detriment of allowing such a price during the refund period. 

All these considerations demonstrate the validity of this 
Court’s conclusion in City of Detroit that field price for com- 
pany produced gas should be allowed only if demonstrated in 
dollars and cents terms. For here Panhandle, as we have 
shown, has completely failed to show any basis for allowance of 
the claimed weighted average field price of 10.45¢ per Mef. 


B. The Commission gave appropriate effect to Sections 263(c) and 613 of 
the Internal Revenue Code relating to intangible well drilling costs and 
statutory depletion ‘ 


The contention (Br. pp. 44-51) that regulated pipeline pro- 
ducers should be allowed to include in their cost of service the 
tax savings provided by Sections 263(c) and 613 of the In- 
ternal Revenue Code has recently been rejected, and the Com- 
mission believes properly, by two other Cireuits. El Paso 

i Natural Gas Company v. F.P.C., 281 F. 2d 567 (CAS), certio- 


rari-denied sub nom. California-v.. F.P.C., 366 US.912 3. Cittes 
of Lexington v. F-P.C., 295 F. 2d 109 (CA4)... Both, courts 
recognized that the provisions were intended to benefit the 
taxpayers but concluded this purpose would be achieved by 
passing the tax savings on to the ratepayer in the form of 
reduced rates. It is clear that the Commission’s action here, 
which was based on the teachings of El Paso, is fully consistent 
with those decisions.** a 


1. Statutory depletion and intangible well drilling deductions under the 
: Internal Revenue Code result tn tax savings, not tax deferrals 


_ The statutory depletion deduction arises under Section 613 
of the Internal Revenue Code. Under this Section taxpayers 
engaged in oil and gas production are allowed a so-called de- 
pletion deduction, in computing their taxable income for fed- 
eral income tax purposes, of 274% of their gross income from 
each production property (all income less royalties), but not 
more than half their net income from such property computed 
without the allowance for depletion. Each year the method is 
optional with the taxpayer, who may deduct either that 
amount or an amount representing depletion of his capitalized 
costs whichever provides the greater deduction. Normally, 
the statutory percentage depletion provides a much greater 
deduction than does cost depletion. 

Another tax benefit, based on a different approach, is pro- 
vided by Section 263(c) of the Internal Revenue Code which 
permits intangible well drilling costs either to be capitalized 
or currently charged off as operating expenses as they are in- 
curred. These intangible drilling costs include, in general, all 
the costs of installation of a well other than the cost of physical 
property installed (e.g., the well casing). They include such 
items as the expenditures for clearing the ground, drainage, 
road making, surveying, geological work, excavation, grading, 
and the drilling and cleaning of wells. 

The taxpayer does not have this option of capitalizing or 
expensing these intangible drilling costs each year. Contrary 
to the situation in the case of statutory depletion, this choice 


* The Fourth Circuit’s decision was rendered after the order under review 
was issued. 
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must be made in the first year in which such costs are incurred 
and the taxpayer is thereafter bound by his choice as to all 
wells for all succeeding years. 

Panhandle has elected for tax computation purposes to charge 
these intangible well drilling costs to expenses as they are in- 
curred. For rate purposes, however, they are capitalized. 
The result of charging these drilling costs to expenses for tax 
purposes is a reduction in taxable income in the year in which 
they take place. But it also affects the taxpayer’s use of the 
statutory depletion provision in the manner shown below. 

For a reasonably good well, statutory depletion ordinarily 
exceeds cost depletion as we have said. However, for the first 
year of production when revenues are normally small, this 
will not be true if intangibles are expensed for the other tax 
benefit; hence under the annual option, cost depletion will be 
used that year for that well because the expensing of intangible 
drilling costs reduces net income computed upon that basis and 
so prevents percentage depletion from being more advan- 
tageous. In subsequent years, statutory depletion for that 
well will be advantageous, and its use may continue through- 
out the entire producing life of the well without regard to 
whether or not the total of such deductions, over the years, 
far exceeds the total cost of the well. Obviously, statutory 
“depletion”, although so referred to here in deference to cus- 
tom and Congressional usage, is not a true depletion charge 
in the ordinary accounting sense since it bears no rational re- 
lationship to the cost or exhaustion of the well. It is, in fact, 
merely an arithmetical mode for computing a specialized tax 
exemption. 

As the Commission has pointed out,” expensing the intangi- 
bles by itself would only defer taxes. The company would 
thereby take the entire tax reduction in one year, whereas, if 
such expenditures had been capitalized, that capitalized amount 
would be subject to depreciation in subsequent years, with a 
resulting reduction of taxes in those years. 

But the effect of expensing the intangibles in the year in 
which the well is drilled in conjunction with the use of statu- 


1 * United Fuel Gas Co. v. F.P.C., 23 FPC 512 at 514-515, set aside on 
| other grounds sub nom. Cities of Lexington v. FP.O., supra, p. 22. 
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tory depletion in subsequent years is to increase the deduction 
(and decrease the tax) in the year the expense is incurred with- 
out decreasing deductions (and increasing taxes) in later years. 
This is true because the use of statutory depletion, which is a 
percentage of gross income and not dependent on the amount 
of depreciable property, permits larger depletion deductions in 
the later years than the additional capitalized investment 
would permit if cost depletion were used. Therefore, it is clear 
that the two tax benefits must be considered together and that 
in combination they result in true tax savings, not mere de- 
ferral of taxes. 


2, The Commission properly required these tax savings to be passed on to 
the ratepayer 


The Commission properly rejected Panhandle’s contention 
that the company should be allowed to retain these tax savings 
as a profit in addition to the rate of return allowed on its well- 
mouth or production properties. Panhandle would achieve this 
result by so-called normalization of its taxes for cost-of-service 
purposes, 7.e., computing the allowance for its taxes for rate 
purposes as if the statutory deductions were not used although 


actually paying lower taxes by using them (Pet. Br. p. 45). 
The Commission, however, adopting the Fifth Circuit’s view 
in the El Paso case, supra, p. 21, concluded that Panhandle’s 
tax allowance for rate purposes should be computed by utiliz- 
ing the permissible deductions, and that rate of return (includ- 
ing any increment for incentive for development) should be 
treated as a separate question. The effect of this is to pass the 
tax savings on to the consumer. As the Fourth and Fifth 
Circuits have held, this result carries out the intentions of both 
the Natural Gas Act, as well as those of the tax benefit provi- 
sions of the Internal Revenue Code. 

In the El Paso case, the Commission’s order, which was 
set aside by the court, had allowed the company to retain the 
full tax savings, but only in lieu of any other allowance for 
return on investment in well-mouth properties (22 FPC 260). 
It had expressly rejected the contention that a return should 
be allowed in addition to the tax benefits. In effect, the 
Commission used as a measure of the amount of a fair return 
on investment in production properties the amount of the 
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tax benefits conferred by Congress—where such tax benefits 
exceeded the amount of return if computed at the rate used 
by the Commission on the remainder of the company’s invest- 
ment. The order reflected the view that regulated producers 
should retain the same tax benefits as unregulated companies 
received. 

In United Fuel Gas Co., 23 FPC 127, set aside sub nom. 
Cities of Lexington v. F.P.C., supra, p. 22, the Commission, 
prior to the Fifth Circuit decision in El Paso, adhered to its 
views in the earlier case but on the facts of that case gave no 
effect to the tax benefits in the rates allowed United Fuel be- 
cause the tax benefit amounted to less than the return on 
investment in wells computed at the rate of return allowed 
on the rest of the pipeline company’s investment. 

Judge Tuttle, for the Fifth Circuit in El Paso, correctly 
pointed out that giving the company the benefit of the tax 
provisions here involved does not require enlarging the con- 
tent of the standard for determining just and reasonable rates, 
explaining (281 F. 2d at 571-573): 


* * * full effect must be given to the Congressional 
intent to make the several tax savings available to this 
taxpayer * * *. 


We think, however, that this does not mean that 
these tax benefits are to be translated into additional 
profits for the regulated company over and above a 
reasonable return on its investment. They are avail- 
able to the regulated companies to make it so much 
the easier for them, in competition with other fuels and 
in competition with other industries seeking the in- 
vestor’s dollar to earn a fair return, including the sub- 
stantial increment of incentive for exploration and 
development and payment for gas consumed. 

* * * * * 

* * * We think there is nothing in the legislative 
history that would warrant our concluding that Con- 
gress intended the statutory depletion [and] deduction 
of intangible drilling expense * * * provisions of the 
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Revenue Jaws to amend or modify the express lan- 
guage of the Natural Gas Act * * *. 


* * * * * 


We think, in short, that there is no statutory au- 
thority for the Commission to treat actual savings in 
taxes to which natural gas companies are entitled any 
differently than savings in any other cost of service. 
It is the obligation of all regulated public utilities to 
operate with all reasonable economies. This applies 
to tax savings as well as economies of management. 
The net result of this, of course, is that such savings as 
are effected are passed on to the consuming public. 
This we consider to be the natural and necessary con- 
sequence of rate regulation. 


In the Cities of Lexington case, supra, 295 F. 2d at 115-119, 
the Fourth Circuit, in rejecting company contentions that it 
should receive the tax savings plus a fair return, as Panhandle 
also claims, adopted the foregoing view of the Fifth Circuit. 
It disapproved the Commission’s dictum that a natural gas 
company would be entitled to realize the full amount of the 


potential tax benefit in lieu of fair return on production proper- 
ties even if such treatment resulted in rates higher than reason- 
able rates as computed under the standard of the Natural Gas 
Act. Speaking for 2 unanimous court, Judge Soper declared 
(295 F. 2d at 116) that a regulated producer does not take all 
the risks of exploration and development but is indeed in a 
sheltered position because of the assured demand for its prod- 
uct and “the requirement that in fixing the rates all elements 
of cost must be considered which pertain to the original invest- 
ment, the depletion of capital assets, the cost of operation and 
the costs of exploration”. He observed, in this respect, that 
since Congress was aware when passing the Natural Gas Act 
that these special benefits had been given natural gas com- 
panies and no change had been made in the earlier tax pro- 
visions, they were intended to continue to be operative, but 
that (ibid.): 

* * * it is equally clear that Congress intended the 

Commission to take these tax benefits into account in 

fixing the just and reasonable rates which the gas com- 
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pany should be allowed to collect from the consumers. 
It cannot be supposed that it was the duty of the Com- 
mission to consider these unusual concessions in the tax 
statute as devices for the benefit of the producer with- 
out regard to the interest of the consuming public 
whose outlay furnishes the support on which the in- 
dustry depends. * * * 


Both courts also found that while the Commission in dis- 
| charging its duty to determine just and reasonable rates for 
. pipeline producers under the Natural Gas Act must take into 
account the need for incentive for future development, it is 

' inconsistent with the Act to do so by allowing fictitious tax ex- 
penses in the cost of service. See El Paso, supra, 281 F. 2d at 
573; Cities of Lexington, supra, 295 F. 2d at 116. The Fourth 
Cireuit observed (ibid.) : 


We find nothing in the Natural Gas Act which re- 
quires the Commission to ignore the usual principles of 
cost accounting and set up a fictitious and unreal tax 
expense on the part of the utility in order to give it the 
entire benefit of the tax saving statutes and none to the 


consuming public. The very spirit and purpose of the 
regulatory provisions of the Natural Gas Act point the 
other way. * * * 


Petitioner’s contention (Br., p. 50), that this view is incon- 

| sistent with this Court’s holding in City of Detroit v. F-P.C., 
| 97 AppDC 260, 230 F. 2d 810, certiorari denied, 352 U.S. 829, 
approving the Commission’s treatment of accelerated amortiza- 
tion, is without substance. There the Commission had found 
that the accelerated amortization provisions of Section 168 of 

| the Internal Revenue Code of 1954 (Section 124A of the 1939 
Code) resulted only in a deferral, not a true savings of taxes, 
and permitted normalization of allowances for taxes in deter- 

; Mining cost of service. Since no tax savings were involved, 
| this Court in City of Detroit never reached the question of 
whether a pipeline should be allowed to include in its cost of 

| service an amount that would never be paid as a tax. Signifi- 
: cantly, in both El Paso and Cities of Lexington, supra, the 
' courts approved normalization with respect to the tax deferrals 
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stemming from the liberalized depreciation provisions of Sec- 
tion 167 of the Internal Revenue Code, while disapproving of 
“normalization” where the tax benefit does result in true long- 
run savings, as in the case of percentage depletion and intan- 
gible well-drilling expense.” 

Petitioner’s further contention (Br. pp. 46, 51) that the 
Commission here disregarded the statements in the El Paso 
case that it is the “duty” of the Commission to fix a rate that 
includes compensation for consumption or depletion of gas 
and an increment for incentive found necessary to attract 
capital to exploration and development (281 F. 2d at 573, 574), 
ignores the Commission’s actions here. As will be discussed, 
infra, pp. 32-34, the Commission’s rate of return allowance ex- 
pressly took into consideration the need for additional incentive 
for exploration and development. Obviously, this increment 
was not intended itself to supply the capital needed for that 
purpose but was, as the Fifth Circuit in El Paso indicated it 
should be, only intended to be sufficient to “provide the incen- 
tive necessary to attract capital to the exploration and devel- 
opment activities of the company” (281 F. 2d at 574). More- 


over, it is clear, as it was not in El Paso (281 F. 2d at 574, n. 6), 
that the cost of service allowed here includes an item compen- 
sating Panhandle for the consumption of its gas in the form of 
a depletion allowance (R. 5883, 7741, 7791, 8551). 


C. The 6 percent rate of return on Panhandle’s production properties is fair 
and reasonable and is supported by substantial evidence 


The Commission found that, aside from any need for addi- 
tional incentive to encourage increased exploration and devel- 
opment, the 534 percent rate of return found fair for Pan- 
handle’s pipeline properties during the refund period was also 


%* This Court’s view in City of Detroit, supra, 97 AppDC at 272, n. 17, 230 
F. 20 at 822, n. 17, that it was doubtful whether any long-run benefit under 
Section 168 of the Internal Revenue Code could accrue to the taxpayer if 
normalization were disallowed was, of course, expressed in the context that 
the benefits there involved would provide tax deferrals, not long-run 
savings. 

The Commission’s Uniform System of Accounts for Natural Gas Com- 
panies states “‘[dJepletion’, as applied to natural gas producing land and 
land rights, means the loss in service value incurred in connection with the 
exhaustion of the natural resources in the course of service.” 18 CFR Part 
201, definition 11(a). 
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| ample return on its well-mouth properties. With respect to 
, the need for such incentive, it concluded that a small increment 
should be made to the return allowance on the well-mouth 
properties. By allowing an overall return of 6 percent on well- 
mouth properties, the Commission provided 12 percent on the 
equity relating to well-mouth properties, the same allowance 
: on equity given in Phillips Petroleum Co., 24 FPC 537 at 573- 
574, affirmed sub nom. Wisconsin v. F.P.C., —- AppDC —, 
| —— F.2d— (CADC Nos. 16175, et al., November 30, 1961), 
for the same period (R. 8416-8417). 

Petitioner’s basic objection (Br. pp. 52-58) is that the Com- 
| Mission was not entitled to use the evidence and conclusions 
: relating to the proper return for Panhandle’s pipeline proper- 
| ties as a starting point for determining a proper return on its 
well-mouth properties. In essence, petitioner would have this 
Court require the Commission, for rate of return purposes, to 
regard the gas production part of a pipeline’s integrated busi- 
! ness as a totally separate operation, for which it must obtain 
| its capital on a separate basis, and to treat that part of its busi- 
; hess as if it were the business of an independent producing 
company. This position is completely unrelated to financial 
: reality. For all of Panhandle’s operations, production included, 
are financed as a single integrated business so that the costs of 
| separately financing a particular phase of that business, as 
though isolated, are irrelevant. 

A fair and reasonable rate of return is one which provides 
| for the capital costs of the business, including a return on- 
; equity commensurate with returns on investments in other 
' enterprises with corresponding risks. See F.P.C. v. Hope Nat- 
ural Gas Co., 320 U.S. 591; Bluefield Water Works & Improve- 
| ment Co. v. Public Service Commission, 262 U.S. 679; Tennes- 
: see Gas Transmission Co. v. F.P.C., 293 F. 2d 761 (CAS), certi- 
orari granted on grounds other than rate of return (Oct. Term 
| 1961, No. 591, January 22, 1962). The overall rate of return 
is a composite of the amount reflecting the costs of debt and 
preferred stock, and a suitable return on common equity. As 
, & rule, a company’s actual cost of debt and preferred stock 
capital is allowed, where reasonable and prudent, and that 
was done here. The rate of return allowed for the common 
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equity portion of its capitalization results from the considera- 
tion of a variety of factors, including an appraisal of the mar- 
ket requirements as well as an application of regulatory ob- 
jectives embracing, inter alia, consideration of the desirability 
and need for expansion, for encouragement of a sound capital 
structure, and for protection of the consumer interest in good 
service and low rates in the absence of the stimulus competi- 
tion is expected to provide in unregulated industries. 


1. The record fully supports the Commission’s 6-percent finding 


2. The record in this case fully supports the Commission’s 
conclusion that a 6 percent overall return on Panhandle’s pro- 
ducing properties is fair and reasonable. As the Commission 
explained (R. 8414), the record on rate of return in this case 
is unusual. In Opinion No. 269, supra, p. 2, issued April 15, 
1954, the Commission determined that a 534 percent rate of 
return was proper for Panhandle. This return was not specifi- 
cally applied to Panhandle’s well-mouth properties, however, 
since those were excluded from the rate base when Panhandle 
was allowed field prices for the gas produced by it.”* 

On June 30, 1954, less than three months after the Commis- 
sion’s allowance of 534 percent, Panhandle filed new rates based 
on a cost of service which included a number of claims which 
had just been rejected in Opinion No. 269, including a renewal 
of its claim to a higher rate of return.” After hearing Pan- 


* However, in comparing the amount Panhandle would have received 
under the field price approach and the cost of service method, the Commis- 
sion utilized a 5%% return on Panbandle’s well-mouth properties. 13 
FPC at 63, No. 16584, R. 26215. It is also obvious, contrary to Panhandle’s 
contention (Br., p. 55), that the evidence presented by the staff in that 
case, and incorporated into this record, was intended to provide an overall 
return on Panhandle’s net investment, including its investment in its pro- 
ducing properties, just as the Commission had done prior to that time. Sig- 
nificantly, the evidence took into account, as the Commission noted both in 
that case and here (R. 8416), differences in the marketability of securities 
of pipelines with and without their own reserves. And the fact that the 
statistical data concerned only pipeline companies and electric utilities af- 
fords no support for the assertion that the evidence was not addressed to 
production properties but shows only that other data were not deemed 
relevant by the staff. 

In the cost-of-service method of fixing rates, which the Federal Power 
Commission consistently follows in prescribing rates for electric companies 
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handle’s evidence, in October, 1954, the Commission, by 
order of December 138, 1954 (13 FPC 1570, R. 7330-7336), 
granted motions to dismiss those increased rates to the extent 
that Panhandle had failed to show any changed conditions to 
justify a return higher than 534 percent or a change in several 
other allowances made in Opinion No. 269. This interim order 
was affirmed in Panhandle Eastern Pipe Line Co. v. F.P.C., 
236 F. 2d 606 (CA3). Accordingly, there is judicial confirma- 
tion that the present record supports a 534 percent return, at 
least on non-production properties. 

b. Since Panhandle is financed as a unit, it is apparent that 
the data used to determine the 534 percent rate of return for 
Panhandle’s operation, exclusive of production, may also be 
used in determining a return applicable to its production as 
well. Indeed, the Commission has repeatedly used a rate of 
return, for pipeline companies that engage in production, re- 
lated to the entire rate base, no distinction being made between 


under the Power Act and natural gas pipelines under the Gas Act, a fair 
return on the amount prudently invested in the business (including neces- 
sary working capital) is treated as part of the cost of providing the service 
for which rates are fixed. Cost of service may be thought of as comprising 
two kinds of costs in general: (1) all expenditures prudently made for the 
capital facilities (¢.g., productive gas wells, transmission lines, compressor 
stations, and office buildings), contributing to the rendition of services over 
a long period of time (usually averaging around 30-35 years); (2) all 
other reasonable and prudent expenditures, contributing only to the services 
rendered during a given short period of time, usually 12 months (such as 
fuel, maintenance and repairs, operating labor, sales promotion, managerial 
services, normal business losses, attorney’s fees, regulatory expense, insur- 
ance, taxes, exploration and development, unproductive (“dry”) wells). 
Expenditures of the first category are allocated to the services rendered in 
a given year in two parts: (a) The principal of such expenditures is allo- 
cated to the service rendered during the service life of the facilities for 
which the expenditures were made by including in operating expenses an 
annual charge for depreciation and/or depletion. This charge is so com- 
puted that the total of the amounts recouped through such charges shall 
at the end of the service life of the facilities equal their original cost, less 
any net salvage value realized when they are retired; (b) On the original 
principal, to the extent it has not been recouped through charges to oper- 
ating expenses, a return is allowed each year at a fair and reasonable rate. 

Viewed in this manner, such return (i.¢., profit) on investment is part 
of the cost of service, and a rate which will enable a company to earn its 
entire cost of service ((1) and (2)), is just and reasonable. 
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producing properties and others. See, e.g., Panhandle Eastern 
Pipe Line Co. v. F.P.C., 324 US. 635; F.PC. v. Hope Natural 
Gas Co., 320 US. 591. 

Plainly, the actual cost of its debt and preferred stock capital, 
found to support the 534 percent return on Panhandle’s non- 
production properties, is equally applicable to its production. 
Having once found the actual cost of such capital to Panhandle 
as an entity, without decreasing it because of the exclusion of 
the production properties from the rate base, there was no 
occasion to increase it when those properties were included. 
The same is true in making an allowance for return on common 
equity. Investors do not invest in an isolated part of an 
integrated company’s business but in that of the company as 
awhole. Indeed, as the Commission recognized here (R. 8416), 
investors prefer to invest in pipeline companies with their own 
reserves rather than in pipeline companies without reserves. 
Integration of production with transportation is an element of 
strength, not of weakness. Thus, the Commission agreed 
(R. 8478) with this Court’s observation in the City of Detroit 
case, supra, 97 AppDC at 268, n. 12, 230 F. 2d at $18, n. 12, that 
a pipeline producer is in a Jess risky position than an independ- 
ent producer. The Commission was, therefore, fully justified 
in concluding (R. 8415) that on the basis of financial market 
requirements alone, apart from the desirability of providing 
additional incentive for using capital for exploration and devel- 
opment, the overall return approved for the pipeline properties 
would be appropriate for the production properties as well. 


2. The Commission's allowance for incentive in rate of return was reason- 
able in light of other provisions for incentive 

The Commission found, however, that an additional amount 
as incentive for exploration and development should be allowed. 
As a matter of judgment it allowed 12 percent on common 
equity for the producing properties alone, just as it had pre- 
viously allowed 12 percent on equity relating to about the 
same period for a non-pipeline company in Phillips Petro- 
leum Co., 24 FPC 587 at 573-574.” In so doing, it explained 
(R. 8415) that the record showed Panhandle’s continuing need 
—? Because of the different capital structures, the same 12% allowance on 


equity resulted in an overall return of 6% to Panhandle and 11% to Phillips, 
the latter having 88.4% common equity compared to Panhandle’s 32.44%. 
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i for additional gas reserves during the refund period including 
the fact that the annual amount actually spent for exploration 
and development during that period exceeded the amount spent 
in the test year. Thus, based on the test year 1954, the Com- 
: mission found it appropriate to provide an incentive in addi- 
' tion to the usual pipeline return on equity for the period 1955- 
1958. 

a. As the Commission also pointed out (R. 8416), the allow- 
i ance on equity of 11.41 percent for the transmission properties 
| already contained an incentive to encourage continued owner- 
i ship of reserves, so that the full amount of incentive was not 
: reflected by the difference between 11.41 and 12 percent. For 
the record showed that earnings-price ratios for pipelines with 
substantial reserves of their own gas were lower than those 
: of non-reserve owning pipelines, so that apart from the ques- 
tion of providing an additional incentive, Panhandle would 
- not have been allowed as much on equity as the 11.41 per- 
cent rate applicable to non-well mouth properties (R. 6552- 
6562, 8416). 

b. The foregoing refutes Panhandle’s contention (Br. p. 56) 
: that the Commission did not consider Panhandle’s needs for 
' exploration and development in determining an increment 
. for incentive. Panhandle seems to argue that its claimed 
need for millions of dollars for exploration and development 
i shows the inadequacy of the rate of return allowed by 
‘ the Commission to provide incentive for exploration and de- 
: velopment. What Panhandle’s comparison ignores is that 
: the return allowed on investment in production properties 
' is in addition not only to the allowance in the rate base of the 
: costs of all wells where gas is discovered, but also in addition 
to the inclusion in operating expenses of the costs of all dry 
wells and the inclusion in operating expenses of any other rea~ 
: sonably necessary exploration and development costs not at- 
tributable to a particular well! See R. 5640, 6329, 6332, 
6342, 6352, 6362. The incentive here in question is an incentive 
in addition to that provided by the knowledge that whether the 
: wells drilled prove to be producers or dry wells their costs will 
: becovered! The Commission’s finding that an extra percent 
return on production properties, in addition to the 534 percent 


* See note 9, pp. 13-14, supra. 
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return found reasonable by comparison with other companies 
facing comparable risks, should be sufficient incentive for such 
a heads-I-win-tails-you-lose risk can scarcely be said to be so 
arbitrarily low as to be illegal. 


% Dr. Morton's testimony was not entitled to weight 


Petitioner’s contention that the Commission disregarded Dr. 
Morton’s rate of return testimony, which was not admitted 
until rehearing, is also baseless. The fact that the Commission 
did not alter its conclusion on the basis of the testimony proves 
only its lack of weight, as we discuss briefly below. Pre- 
liminarily, it should be noted that the exclusion of this evi- 
dence in 1960 at the reopened hearing was fully justified since 
the reopening, which the Commission granted in its discretion 
after the examiner had rendered his decision disallowing com- 
modity value, did not encompass such evidence. And it is 
clear that Panhandle had full opportunity to introduce such 
rate of return evidence before the examiner’s adverse decision 
in 1959.2 Panhandle’s suggestion (Br. p. 53) that it had no 
reason to introduce such evidence until then is ridiculous. 
Prior to that time Panhandle had not, it is true, introduced any 
evidence relating specifically to rate of return on well-mouth 
properties. This was solely its own choice in the full light of 
the City of Detroit decision, supra, p. 2. 

Dr. Morton’s evidence sets forth statistical data on manu- 
facturing companies and oil and gas producers. In his pre- 
pared testimony (R. 6389-6408), the witness argues that 
producers should be compared to manufacturing companies, 


As the Commission pointed out in denying rehearing (R. 8473), the 
examiner on November 5, 1956 stated that he would “afford Panhandle and 
the staff an opportunity to present ‘any relevant and material proof [in the 
record in Docket No. G-2506] which either considers necessary as a result 
of the Supreme Court’s refusal to grant certiorari™ in the City of Detroit 
case, supra, p. 2. And this procedure was @pproved by the Commission 
(R. 7618-7622, 16 FPC 1310). This Court’s decision in that case certainly 
gave notice that the Commission might include well-mouth properties in 
the rate base on remand. The staff’s willingness in this respect to rely 
on its general rate of return presentation provides no basis for Panhandle 
to claim, in effect, lack of notice. In any event, the burden of establishing 
the justness and reasonableness of its rates is on Panhandle. See Section 
4(e) of the Act. 
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' in large measure, because of the high equity financing typical 
' of both types of enterprises. As the Commission points out, 
' this is the same type of evidence which it had considered in 

allowing Phillips a 12 percent return on equity. Moreover, Dr. 
Morton apparently gave no recognition to the fact that pipe- 
| line producers, like Panhandle, do not finance largely with 
equity capital. For example, Panhandle had only 32 percent 
equity here (R. 8416). Accordingly, Dr. Morton’s recommen- 
dation (R. 6408) that a fair rate of return on Panhandle’s pro- 
: duction properties “is in the range of 207% to 24%” (includ- 
ing tax benefits) disregards the fact that this would mean a 
' return on equity for the production properties ranging from 
55 to 68 percent per annum. 


| 4. Return should enable new capital to be raised, not provide the new 
capital 

The fallacy of Panhandle’s rate of return position is further 
reflected by its argument (Br. p. 57) that unless “an extraor- 

dinarily high rate of return were granted, the amount would 
| be nowhere near sufficient to pay for the exploration and de- 
velopment which the public interest requires.” This betrays 
its complete unwillingness to recognize the point to which we 
have already had occasion to refer (supra, p. 28) that investors, 
not the ratepayer, should initially provide needed capital.” 
The incentive portion of the return allowed is solely to induce 
Panhandle to use its own capital or enable it to raise additional 
capital for it to invest in production, not to extract that capital 
from ratepayers. 

The foregoing shows that the Commission’s rate of return 
determination represented an exercise of its informed judg- 
ment on the basis of an adequate record and that the result is 
clearly reasonable. As the Tenth Circuit said, in Colorado 
Interstate Gas Co. v. F.P.C., 142 F. 2d 948 (CA10), affirmed 
324 U.S. 581, in affirming the Commission’s conclusion as to 
the rate of return there found to be fair and reasonable 
(142 F. 2d at 961-962) : 

*** [T)he ascertainment of a fair return in a given 
case is a matter incapable of exact mathematical dem- 


“Jt may be noted that Panhandle has not found it necessary to finance 
by the issuance of new common equity since it was organized in 1929. 
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onstration. It is one of reasonable approximation 
having its basis in a proper consideration of all relevant 
facts. * * * 


IL. The Commission acted reasonably in crediting all of the 
revenues from the Liberal and Sneed extraction plants to 
the pipeline cost of service 

A. The Commission was correct in its reading of City of Detroit with 

respect to extraction operations 

Panhandle’s contention (Br., pp. 58-67) that the Commis- 
sion erred in crediting to the jurisdictional cost of service the 
revenues obtained by it from the extraction of liquid hydro- 
carbons at Sneed, Texas, and Liberal, Kansas, is also without 
merit. The claim that the Commission decided this issue 
solely on the basis of this Court’s City of Detroit decision, with- 
out the exercise of independent discretion, ignores the patent 
inadequacies of Panhandle’s evidence. 

As this Court found in City of Detroit, 97 AppDC at p. 269, 
230 F. 2d at p. 819, the inclusion in a pipeline company’s cost 
of service of the costs of extraction plant operations incident 
to the operation of the pipeline and the correlative crediting 
of the extraction plant revenues to that cost of service has long 
been the Commission’s practice, with court approval. See, 
e.g., Hope Natural Gas Co., 3 FPC 150, 178, set aside on other 
grounds, 134 F. 2d 287, 307-308 (CA4), reversed, 320 U.S. 591; 
Cities Service Gas Co., 3 FPC 459, 480-482, affirmed, 155 F. 
2d 694, 703 (C10), certiorari denied, 329 U.S. 773; City of 
Columbus v. United Fuel Gas Company, 5 FPC 279, 290. In- 
deed, in an early Panhandle case decided by the Commission 
in 1942, all “* * * ‘parties * * * agreed that the expenses 
and revenues in connection with the sale of gasoline extracted 
from the natural gas should be treated as an integral part of 
respondents’ entire operations.” Panhandle Eastern Pipe 
Line Co. v. F.P.C., 324 U.S. 635, 641. 

In Opinion No. 269, in 1954, the Commission, however, 
chose not to credit the gasoline revenues at Sneed and Liberal, 
on the stated ground that “the rates which we prescribe for 
the sale of natural gas for resale should not rest in part upon 
the fluctuating and unregulated prices of natural gasoline and 
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other liquid hydrocarbons” (13 FPC at 78, No. 16584, R. 
' 26241-2). Instead, it treated the extraction operations as & 
separate business, eliminating both the plant costs and rev- 
: enues from the pipeline cost of service. In line with this de- 
: termination, the Commission concluded that the gas supply, 
' gathering and transmission costs applicable to the raw gas 
streams entering the extraction plants should be allocated 
: between the extraction plants and the pipeline business (13 
FPC at 78-79, R. 16854, 26242-3). 
: The earlier cases in which extraction revenues had been 
| eredited and expenses debited to pipeline operations the Com- 
' mission sought to distinguish on the ground that such treat- 
' ment was there “bottomed on findings that the processing was 
‘necessary to make the natural gas marketable and transporta- 
ble, ” or “was ‘* * * an essential part of the business of trans- 
| porting and marketing the natural gas’ ” (13 FPC at 78, No. 
16584, R. 26242). For it stated that the evidence in that case 
! (Docket No. G-1116) would not support a similar finding with 
' respect to Panhandle’s operations, having concluded that Pan- 
handle would be able (13 FPC at 77, No. 16584, R. 26241): 


* * * to discontinue the extraction of gasoline with- 
out incurring serious operating difficulties * * *. 


| Therefore, the Commission said, the extraction operations 
' should be “treated as non-jurisdictional,” although it had also 
' found that (13 FPC at 78, No. 16584, R. 26241) : 


* * * it is also true that the reduction in the liquid 
content of the gas through the extraction of the heavier 
hydrocarbons does vd improve the operating efficiency 
of Panhandle’s pipe-line’system. 

This Court, in City of Detroit held the fluctuating price of 
natural gasoline to be an unacceptable basis for not crediting 
the extraction revenues. 97 AppDC at 270-271, 230 F. 2d 
820-821. Moreover, the Court also noted (97 AppDC at 270, 
230 F. 2d at 820): 


[The] facts regarding the usefulness of the extraction 
process to the transmission operations, the joint use of 
facilities, and the joint incurring of expenses, coupled 
with the obvious fact that the extraction process is inci- 
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dent to the overall pipeline transmission and resale op- 
erations, clearly bring the extraction operations within 
the jurisdiction of the Commission. 


For these reasons, the Court held that “credit for these rev- 
enues should be given,” adding (97 AppDC at 271, 230 F. 2d 
at 821) that: 


* * * Tf there were any danger that these desirable 
extraction operations would be discontinued unless the 
profits inured solely to the benefit of the stockholders, 
a different question might be presented. But the his- 
tory of the problem in this and other cases does not give 
basis for such a supposition. 


In the present case, following that remand, the Commission 
held that Panhandle’s additional evidence, showing that some 
of the extraction was done to improve the efficiency of the 
pipeline operations, did not provide a basis for departing from 
the long-standing practice of crediting extraction revenues. 
This Court’s decision in City of Detroit had made it clear that 
the operation of a gasoline extraction plant, at least if it im- 
proved the efficiency of a pipeline system’s operation, was 
jurisdictional. Thus, the Commission’s doubts expressed in 
Opinion No. 269 as to the propriety of crediting net revenues if 
the extraction could be deemed only desirable, not essential, 
were no longer an impediment to crediting revenues. 

In these circumstances, the Commission was clearly entitled 
to credit the revenues from Sneed and Liberal to the pipeline 
costs of service in which it had included all of the costs of those 
extraction operations, including a return on the investment. 
We have no doubt that upon a proper showing the Commis- 
sion would have the discretion to allocate costs among a com- 
pany’s pipeline and extraction operations. But so long as the 
extraction business is, as here, jurisdictional, the Commission 
is not compelled to make such an allocation. Hence departure 
from the traditionally-approved method of dividing the profits 
of jurisdictional extraction operations is unwarranted in the 
absence of compelling and pursuasive reasons to do so. Pan- 
handle’s evidence did not, in the Commission’s view provide 
such compelling reasons. 
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| B. Panhandle’s evidence was insufficient to show any arbitrariness in the 
i Commission’s treatment of extraction operations 
Panhandle’s evidence in this case (No. 16583) shows that 
| without maintaining the extraction operations at Sneed and 
. Liberal to at least certain minimum levels, which vary from 
. time to time depending in large part upon temperature condi- 
| tions, the maximum operating efficiency of its transmission 
system could not be achieved, and the flow capacity of its 
pipeline would be reduced (R. 2941-2951). As Panhandle’s 
i brief indicates (pp. 61-62), the pipeline’s operating effi- 
ciency would be impaired if hydrocarbons in the natural gas 
. Stream were to liquefy in the pipeline because temperatures 
, went below the dew point of any of the several hydrocarbons 
i present in the gas. While Panhandle’s witness testified that 
“dramatic interruptions of service” could be avoided by install- 
ing “drips” and other facilities along the pipeline (R. 2944— 
: 2951), he regarded the extraction operations as preferable and 
. the only way to achieve maximum efficiency (R. 2949). In- 
deed, it was his view that the extraction operations should be 
: conducted to achieve the minimum extraction necessary to 
prevent condensation even if the price of gasoline would pre- 
! vent profits and that “even though you had to throw the [ex- 
: tracted] material away, it would have been desirable to extract 
: it in order to get high operating efficiency of the transmission 
system” (R. 2984, 2989). 
Panhandle’s evidence does indicate, in addition, that it would 
. not be necessary, at either Sneed or Liberal, to extract all of 
| the liquids actually removed solely for the purpose of prevent- 
ing the hydrocarbon condensation that would impair the op- 
' erating efficiency of the pipeline. In this respect, its witness 
contended that, on an annual basis, the removal of only 9.47% 
! of the gasoline removed was necessary at Liberal to prevent 
condensation (R. 2784), and similarly, that at Sneed, removal 
: of only 2.11% of the total liquid extraction was needed for this 
' purpose (R. 2777). He, therefore, concluded that only 9.47% 
and 2.11%, respectively, of the operations at the two extrac- 
. tion plants should be regarded as jurisdictional and that, ac- 
| cordingly, only those percentages of the extraction plant costs 
| and revenues should be included in the pipeline cost of service. 
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He also contended that if the extraction operations could not 
be conducted profitably, the extraction costs should be borne 
by the pipeline operation only to the extent that they were 
necessary to improve the operating efficiency of the pipeline. 


1. In the absence of a satisfactory showing that pipeline operation would not 
require incurrence of all of the extraction costs, it should be credited 
with all extraction profits 


Panhandle’s evidence ignores the fact that if the extraction 
operations were unprofitable there would be no economic rea- 
son why more than the so-called necessary extraction would be 
made. And since Panhandle’s test of how much of the extrac- 
tion business is jurisdictional depends upon test year extrac- 
tion figures and not on the size of particular facilities, all the 
costs of the business would be borne by the pipeline business 
whenever extraction became unprofitable. 

Moreover, even assuming, arguendo, the validity of Pan- 
handle’s figures, its evidence was clearly insufficient to warrant 
a departure from the revenue credit allocation. Thus, the rec- 
ord indicates, although precise figures are not shown, that sub- 
stantially more than 2.11% and 9.47% of the plant capacities 
would have to be available to perform the so-called necessary 
extraction on the coldest days of the year. For Panhandle’s 
witness made it clear that the amount of extraction that he 
deemed necessary or desirable from an operating efficiency 
viewpoint would depend upon the ground temperatures and 
hence vary from week to week and day to day (R. 2953-2961). 
The evidence shows, in fact, that at Liberal the so-called nec- 
essary extraction was needed only during seven months while 
at Sneed it was necessary during only four months (R. 2962- 
2963, 8439). The testimony also shows that the witness com- 
puted amounts of necessary extraction on & weekly basis (R. 
2963, 2967) and that the maximum percent of necessary ex- 
traction would occur during the coldest days (R. 2731, 2973- 
2974). Itis obvious, therefore, that since the 2.11% and 9.47% 
figures relied upon by Panhandle represent the ratio of the 
necessary extraction to the total extraction on an annual basis 
(R. 2977), the percent of necessary extraction during the criti- 
cal coldest periods, and hence the capacity of the operation 
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needed for such necessary extraction, would greatly exceed the 
percentages relied upon by petitioner.** 
Furthermore, there is no basis for assuming that the fixed 
costs for the extraction operations required by the pipeline on 
i peak condensation days are materially increased by increasing 
the amount of extraction (e.g., R. 2987). Indeed, it may well 
be that if the extraction were conducted solely to remove nec- 
‘ essary amounts, the size and construction of the plant and the 
amount of personnel needed to conduct its operations would be 
‘no less than at present. No evidence was introduced showing 
the minimum extraction costs necessary for pipeline operation 
’ purposes, or that they would be any less than the total actually 
incurred in the test year. 
In these circumstances, since it is recognized that the neces- 
: sary extraction should be undertaken even at a loss, the pipe- 
line phase of the business would certainly be responsible for all 
: such fixed costs. Consequently, the ratepayers, who would 
| pay for such costs should also obtain the revenues. These con- 
‘ siderations in themselves demonstrate the inadequacy of peti- 
: tioner’s attempt to divide the extraction operations into juris- 
: dictional and non-jurisdictional phases on an annual revenue 
basis. 


“While we do not suggest that a separation of the gasoline business 
could reasonably be made even on a peak condensation day basis, the meth- 
‘ ods used by Panhandle’s witness would seem inadequate, at least for peak 
‘ condensation day computations. In determining the extent to which hy- 
| drocarbon condensation occurs in a pipeline, it is necessary to consider the 
relative amounts of the various gaseous constituents comprising the natural 
gas stream (R. 2782, 2952-2955), the operating pressures to which the 
:matural gas stream is subjected (R. 2955), and the temperatures of the 
‘gas streams, which are affected by ground temperatures and atmospheric 
pressure (R. 2691-2692, 2956-2957). None of these factors are constant 
and the relationship between them does not remain fixed (R. 3013). For 
example, the natural gas chemical analyses not only vary depending upon 
the blending operations conducted at the plants (R. 2999-3000), but also 
| depend upon the relative influences of the particular chemical analyses 
‘and volumes of gases provided from various supply sources (R. 2955, 2972, 
| 3299). Panhandle’s witness testified, however, that he did not use the 
| gas analyses applicable to the peak condensation days in arriving at his 
| figures (R. 2964). Even if it were reasonable to use average figures on the 
assumption that an allocation would be made solely on the basis of annual 
| figures, more precision or particularity would seem to be necessary in 
arriving at appropriate peak condensation day figures. 
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2. So long as pipeline operation requires extraction, it should be carried out 

so as to reduce cost of pipeline service so far as reasonably possible 

It should be pointed out that if, as petitioners agree (R. 2984, 
2989), at least some extraction should be conducted regardless 
of revenues, there is no reason in any event to assume that 
the pipeline would be justified in failing to operate the extrac- 
tion plant in such a way as to minimize losses or maximize 
profits even though the stockholders retain only a jurisdic- 
tional profit. For as the Fifth Circuit recently pointed out 
in the El Paso case, supra, 281 F. 2d at 573: “* * * [i]t is the 
obligation of all regulated public utilities to operate with all 
reasonable economies. This applies to tax savings as well as 
economies of management * * *.” Thus, the fact that sub- 
stantial profits result from selling the by-product of an op- 
eration necessary to permit proper physical operation of the 
pipeline in no way shows that the necessary business was under- 
taken for the benefit of the stockholders rather than the 
ratepayers. 


3. Pipeline cost of service should be credited with extraction profits to 
compensate for reduced heat value of residue gas 

Moreover, the joint costs allocated with respect to these juris- 
dictional extraction plants by Panhandle’s witness included 
only the costs of the plant itself and the gas supply, gathering 
and transmission costs related to bringing the raw gas to the 
extraction plants (R. 6175-76). He did not take into account 
that the extraction of hydrocarbons in excess of the amounts 
needed to prevent condensation would reduce the heat value 
of the residue gas and might have an adverse effect on 
the ability of the whole Panhandle pipeline system ultimately 
to deliver as much total heat value as would be possible if the 
so-called excess extraction were not undertaken. This factor 
would plainly be relevant, however, for the evidence showed 
that the removal of the heavier hydrocarbons is likely to result 
in a reduction in the ability of the pipeline system to deliver 
as much heat value as it could if these hydrocarbons were not 
removed.?®> Panhandle’s witness stated that the exact amount 


*® Exhibit 78, presented by Panhandle’s witness, shows that the pipeline 
from Liberal to Tuscola is able to deliver 2.8% more heat value (Btu's 
per Mcf times number of Mcf) when carrying gas with a Btu content 
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: of this effect “could only be determined after a comprehensive 
‘analysis of the complete transmission systems” (R. 2693) 
which was not shown to have been done here. If such a com- 
| prehensive study were to show that a pipeline’s ability to pro- 
vide thermal energy to distributing companies, and ultimately 
to the consumers of gas, was impaired by the unnecessary 
: extraction of hydrocarbons, a cost allocation among functions 
i should take that into account by charging, if possible, the ex- 
traction operation with the cost of the additional pipeline ca- 
. pacity needed to provide the same heat value to consumers as 
if there were no unnecessary extraction. Since Panhandle has 
repeatedly contended that its customer demands exceed its 
| pipeline capacity, this is clearly an important consideration. 
' See Michigan Consolidated Gas Co. v. F.P.C., 108 AppDC 409, 
283 F. 2d 204, certiorari denied sub nom. Panhandle Eastern 
Pipe Line Co. v. Michigan Consolidated Gas Co., 364 U.S. 913. 
These factors all support the Commission’s conclusion that 
: the evidence did not warrant a departure from the crediting 
of extraction plant revenues to the pipeline cost of service and 
. of including all costs related to that operation in that cost of 
service. It seems eminently reasonable for the Commission to 
‘refuse to depart from an acceptable method of allocation 
: here,” z.e., the crediting of all net revenues to the jurisdictional 
: business, in preference to a functional allocation which con- 
, tains such clear insufficiencies as we have pointed out.” 


' of 1017 rather than the 979 Btu gas (R. 6180). Exhibit 79, (R. 6181), 
similarly indicates that on the Trunkline system, maximum delivery at 
! Tuscola would be 3.7% greater when 1038 Btu gas is being carried rather 
than 983 Btu gas. 
™ While it is true that the allocation in respect to the non-jurisdictional 
extraction plant at Tuscola did not specifically take this factor into account, 
the evidence was insufficient on that factor to cause the Commission to 
require a credit from revenues to pipeline operation from the non-jurisdic- 
tional extraction operation. 
27 The petition in No. 16584 seeks review of the final order entered by 
the Commission in Docket No. G-1116, the proceeding set aside by the 
| Court in City of Detroit. The rates involved were collected from February 
20, 1952 to December 31, 1954. 
We agree with petitioner (Br. p. 68) that this case may appropriately 
be disposed on the basis of its decision in Docket No. 2506, which is being 
' reviewed in No. 16583. This is so because the Commission based its de- 
| cision on remand in this case on its findings and conclusions in No. 2506, 
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CONCLUSION 


For these reasons, the orders of the Commission should be 
affirmed. 


Respectfully submitted. 


Ratra S. SpPRITZER, 
General Counsel, 
Howarp E. WAHRENBROCK, 
Solicitor, 


ABRAHAM R. SPALTER, 
Assistant General Counsel, 
Peter H. Scurrr, 


Attorney, 
For respondent. 
Federal Power Commission, 


Washington 26, D.C. 
Fesruary 1962. 


the case relating to the period from January 1, 1955 through August 31, 
1958. 

The Commission believes that it was completely appropriate to decide 
No. 1116 without the introduction of further evidence and on the basis of 
its findings and conclusions in No. 2506, wherein the same issues and 
parties were involved. 
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STATEMENT OF QUESTIONS PRESENTED 
In the opinion of intervenor, the questions presented are: 


I. Whether the rates established by the Federal Power 
Commission are “just and reasonable” within the 
meaning of Sections 4 (a) and 5 (a) of the Natural 
Gas Act, and whether such rates are consistent with 
the decision of this Court in City of Detroit v. Fed- 
eral Power Commission, 97 U.S. App. D.C. 260, 230 
F 2d 810. 


Whether the Federal Power Commission is required 
to allow Panhandle Eastern Pipeline Company to re- 
tain the tax savings arising under Sections 263 (c) 
and 613 of the Internal Revenue Code where explo- 


ration and development incentive is otherwise pro- 
vided for. 


. Whether the revenues derived by Panhandle from 
the extraction of gasoline and other liquid hydro- 
carbons were properly credited against operating 
costs, and whether such treatment is consistent with 
the City of Detroit decision. 


IN THE 
UNITED STATES COURT OF APPEALS 
FOR THE DISTRICT OF COLUMBIA CIRCUIT 


NOS. 16583 and 16584 


PANHANDLE EASTERN PIPE LINE COMPANY, 
Petitioner, 
vs, 


FEDERAL POWER COMMISSION, 
Respondent, 


MICHIGAN CONSOLIDATED GAS COMPANY, 
COUNTY OF WAYNE, MICHIGAN, and 
MICHIGAN PUBLIC SERVICE COMMISSION, 


Intervenors. 


ON PETITIONS FOR REVIEW OF ORDERS OF 
THE FEDERAL POWER COMMISSION 


BRIEF FOR INTERVENOR COMMISSION 


COUNTER-STATEMENT OF THE CASE 


On February 20, 1952, Panhandle Eastern Pipe Line 
Company (Panhandle) commenced collection of rates un- 
der bond in FPC Docket No. G-1116. The Federal Power 
Commission (Commission) issued its Opinion No. 269 in 
1954, fixing Panhandle’s rates effective May 1, 1954. The 
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City of Detroit appealed the Commission action and the | 
case was remanded to the Commission by this Court. pur- . 
suant to the decision rendered in City of Detroit v. Federal. 
Power Commission, 230 F 2d 810, Cert. Denied, 352 U.S. 
829. 


On June 30, 1954, Panhandle filed an application for . 
increased rates to become effective August 1, 1954 (Docket 
No. G-2506). These rates were suspended by the Commis- 
sion in its Order issued December 13, 1954 which permitted 
Panhandle to file substitute rates at a lower level, effective 
January 1, 1955. The Commission found that the rate of 
return sought in this filing was unreasonable, and that 
the 534% rate of return found in its Opinion No. 269 issued 
in Docket No. G-1116, e¢ al., should be used to determine 
the level of rates sought in Docket No. G-2506. Panhandle 
appealed the Order of December 13, 1954, which was de- 
nied by the U. S. Court of Appeals (Third Circuit). The 
order of the Commission was affirmed in every respect 
(Panhandle Eastern Pipe Line Company v. Federal Power 
Commission, 236 F 2d 606). 


Panhandle’s substituted rates were permitted to become 
effective under bond January 1, 1955. These rates con- 
tinued to be collected through August 31, 1958. The rates 
in Docket No. G-2506 thus were collected over a period 
of 44 months. 


Hearings were held at various times during the period 
from October, 1955, to January, 1957. On November. 7, - 
1956, Panhandle filed a motion to present evidence in 
Docket No. G-2506, which it proposed also to offer in. 
Docket No. G-1116, et al., as a result of the decision in 
the City of Detroit case. Such evidence was offered on 
December 6, 1956, and certain portions were excluded by 
the Examiner. On appeal, the Commission issued an Order 
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on March 1, 1957, admitting Exhibit 94 into evidence but 
excluding Exhibits 95 and 96 and the supporting testi- 
mony. At the same time the Commission denied Pan- 
handle’s motion to omit intermediate-decision procedure. 


On February 10, 1959, the Presiding Examiner issued 
a decision denying the $7,247,399 annual rate increase which 
had been collected under bond, finding that Panhandle’s 
rates were excessive by $11,488,897 annually. This deci- 
sion would fix rates at a level lower by $4,241,498 annually 
than those fixed by the Commission in Opinion No. 269. 
The determination of Panhandle’s cost of service reflected 
the effect of the City of Detroit case. Panhandle filed.ex- 
ceptions to the decision of the Examiner, and the matter 
went to the Commission for determination of the issues 
in dispute. 


On November 12, 1959, Panhandle filed a supplemental 
petition to reopen the proceedings for the purpose of tak- 
ing additional evidence on the commodity-value issue. On 
January 14, 1960, the Commission issued its Order reopen- 
ing the proceedings for the purpose of taking additional 
evidence on the issue of commodity value as proposed by 
Panhandle in its supplemental petition. 


Hearings in the reopened proceedings commenced Feb- 
ruary 16, 1960, and were recessed to permit the Commis- 
sion to render a decision on the exclusion by the Exam- 
iner of certain exhibits and evidence offered by Panhandle. 
On March 3, 1960, the Commission issued its Order affirm- 
| ing the exclusion of this evidence. Hearings were then 

‘resumed and concluded on March 11, 1960. 


The Commission on April 27, 1961, issued its Opinion 
No. 269-A as related to the issues remanded by the Court 
in the City of Detroit case. A decision was rendered on 
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the rates collected by Panhandle under bond from Febru- 
ary 20, 1952, to April 30, 1954, in FPC Docket No. G-1116 
and on the rates previously fixed by the Commission in 
1954 and collected by Panhandle from May 1, 1954, to 
December 31, 1954. The Commission also issued on April 
27, 1961 its Opinion No. 344 which determined the rea- 
sonableness of the rates collected by Panhandle under 
bond in FPC Docket No. G-2506 from January 1, 1955, 
through August 31, 1958. 


On August 24, 1961, Panhandle sought judicial eae 
of Opinions Nos. 269-A and 344. 


The Commission in Opinion No. 344 found that Pan- 
handle had not supported the use of a commodity value 
allowance for its own produced gas (R 8403) and con- 
cluded that Panhandle must depend on the evidence it 
introduced relating to cost of service (with certain ad- 
justments), as a basis for determining an allowance for 
its produced gas (R 8405). Panhandle contends that the 
evidence offered by it supports an allowance of at least 
10.45 cents per Mef for gas it produces. 


The Commission also refused to allow an adjustment of 
Panhandle’s income tax actually paid to eliminate a de- 
duction for statutory depletion allowance of $1,840,195, 
which would result in the retention by Panhandle of this 
sum, by means of rates based on theoretical payment of 
income taxes not actually paid (R 8409). Panhandle con- 
tends that the intent of Congress was to provide it with 
such benefit, rather than the income tax saving being 
passed on to its customers. 


The Commission concluded in its Opinion that a 6% 
return on Panhandle’s wellmouth or producing properties 
ig reasonable (R 8417). Panhandle contends that’ such 
return allowance is not sufficient. 
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The Commission also held that it was proper to credit 
to Panhandle’s pipeline cost of service all of the profits 
from the extraction of other products from the gas at 
Sneed, Texas, and at Liberal, Kansas, (B 8410) relying 
on the City of Detroit case. Panhandle contends that the 
City of Detroit case is not controlling, and that only a small 
portion of such profits should be considered as jurisdic- 
tional. The effect of this contention would be to increase 
costs to be recovered from rate payers. 


The Michigan Public Service Commission adopts and 
supports. the findings and orders of the Federal Power 
Commission in this cause, and opposes the contentions of 
Panhandle Eastern Pipe Line Company which are the sub- 
ject matter of this appeal. 


SUMMARY OF ARGUMENT 


The decision rendered by this Court in the City of De- 
troit case recognizes that a pipeline company which pro- 
duces gas from its own wells needs some incentive to 
encourage exploration and development. This Court fur- 
ther states that the Commission may give acknowledgment 
to this need by so providing in the rates allowed Pan- 
handle. However, the City of Detroit case does not sug- 
gest, in fact the contrary is true, that the Commission 
allow theoretical exploration and development costs in 
determining operating expenses where such costs have not 
been incurred. The Michigan Commission submits that 
only actual expenditures should be considered. 


Although there may be a need to encourage exploration 
and development of gas wells, it must be remembered that 
the primary aim of the Natural Gas Act is ‘‘to protect 
consumers against exploitation at the hands of natural 
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gas companies.’? FPC v. Hope Natural Gas Co., 320 US 
591, 610. The amount allowed for exploration should be 
determined by the Commission to be needed but no more 
than what is needed should be allowed. City of Detroit, 
supra. 


Contrary to what is claimed by Panhandle, the need 
for additional exploration and development during the 
years of 1955-58 is not borne out by the facts. Panhandle’s 
connected reserves in service have increased from 2.1 tril- 
lion cubic feet in 1955 to 2.8 trillion cubic feet in 1958. 
Total gas reserves of Panhandle remained substantially 
unchanged during this period at about 3 trillion cubic feet. 
This demonstrates that additions to reserve approximated 
consumption which indicates that the exploration and de- 
velopment program was not impeded. 


There has been no showing by Panhandle which indi- 
cates that the allowance of a 6% rate of return is unrea- 
sonable on the basis of the record before the Commission. 
Panhandle’s reliance on the City of Detroit to support its 
contention is unwarranted. 


The case of El Paso Natural Gas Company v. FPC, 281 
F 2d 567, disposes of the issues raised by Panhandle re- 
lating to the treatment of tax savings arising under Sections 
213(c) and 613 of the Internal Revenue Code. Although, 
admittedly, the intent of Congress in granting percentage 
depletion allowances was to encourage the exploration and 
development of additional minerals, the El Paso case does 
not require the Commission to permit the retention of 
the tax savings by Panhandle. On the contrary, El Paso 
requires that tax savings resulting from depletion allow- 
ances be treated the same as any other savings accruing 
to Panhandle; that is, such savings should be passed on to 
the consuming public. 
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The Commission is not compelled to provide encourage- 
ment to Panhandle to engage in exploration and develop- 
ment programs by means of permitting Panhandle to 
‘retain tax savings arising from use of depletion allow- 
ances. It is sufficient that such encouragement is considered 
by the Commission in arriving at a reasonable rate of 
“return. 


The revenues derived by Panhandle from the operation 
of its extraction plants at Liberal, Kansas, and at Sneed, 
Texas, were properly credited to operating costs by the 
Commission. The position of the Commission is not in- 
consistent with the City of Detroit case. The City of De- 
trowt case held that if the extraction processes were found 
to be beneficial to the operating efficiency of the pipeline 
system of Panhandle, then the revenues derived therefrom 
were properly credited to operating costs. Nothing was 
said, nor can be inferred, as contended by Panhandle, about 
prorating the credit on the basis of the percentage that 
the pipeline efficiency is improved. 


I 


The Rates Established By The Federal Power Commis- 
sion are “Just and Reasonable” Within The Meaning 
Of Sections 4 (a) and 5 (a) Of The Natural Gas Act 
And Such Rates Are Consistent With The City of De- 
troit Case 


The whole essence of the argument advanced by Pan- 
‘handle in disputing the reasonableness of the rate of re- 
tarn allowed by the Commission is that sufficient allow- 
ance is not provided to encourage exploration and develop- 


—s— 


' ment. Panhandle contends that it should be allowed cer- 
tain theoretical development costs even though such costs 
are related to past periods and were not expended. The 
Commission held, with which the Michigan Commission 
| concurs, that Panhandle should be allowed only those funds 
i actually expended. In addition, Panhandle was afforded a 
| rate of return (6%) which recognized the additional risks 
involved in the ownership and operation of gas wells. The 
essential issue facing this Court is whether the allowance 
| to Panhandle for the encouragement of exploration and 
development is so unreasonable as to be contrary to Sec- 
tions 4 (a) and 5 (a) of the Natural Gas Act and con- 
trary to the decision rendered in the City of Detroit case. 


Although this Court, in the City of Detroit case, recog- 
nized that the Commission may consider development costs 


in arriving at reasonable rates, it held that the primary 
aim of the Natural Gas Act was ‘‘to protect consumers 
against exploitation at the hands of natural gas companies.’’ 
See Federal Power Commission v. Hope Natural Gas Co., 
320 US 591, 610. Speaking further to this point, this 
Court said in the City of Detroit case (pg 123, 11 PUR 
3d): 


‘cWhile as we have indicated the Commission may 
be empowered to consider some of these factors it 
must also, and always, relate its action to the primary 
aim of the act to guard the consumer against excessive 
rates. If the commission contemplates increasing rates 
for the purpose of encouraging exploration and devel- 
opment, or the ownership by pipeline companies of 
their own producing facilities, it must see to it that 
the increase is in fact needed, and is no more than is 
needed, for the purpose. Further than this we think 
the commission cannot go without additional authority 
from Congress.’ 
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Just what is needed for the purpose of encouraging ex- 
ploration and development by Panhandle? How has Pan- 
handle’s development program been harmed by not re- 
ceiving what it claims to be absolutely necessary? Let us 
turn to the record for the answer to these questions. 


Panhandle, on pages 9 and 10 of its brief, claims that 
its reserves must be increased by an amount greater than 
current production in order to maintain deliverability at 
the present rate. Panhandle then goes on to assert that 
this can only be achieved by its proposed program, set 
forth on page 11 of its brief, based on Exhibit 101 (R6307). 


But in actual fact, Panhandle’s gas reserves in service 
increased from 2,158,424 MMcf on January 1, 1955, to 
2,838,712 MMcf on December 31, 1958. It is true that 
Panhandle’s total reserves remained unchanged at about 
3 trillion cubic feet (3,000,000 MMcf) during the above 
period, but this merely demonstrates that additions to re- 
serves remained equal to consumption. Since new reserves 
are attached to the pipeline at initial full pressure, the 
overall deliverability also remains unchanged from year 
to year. (Items W, X, Y and Z— R6749, 6750, 6751 and 
6752). 


Panhandle’s brief also claims, on page 10, that during 
the 1955-1958 ‘‘closed period’? in G-2506 it overproduced 
its wells by 46,543 MMcf. But the record clearly shows 
in item AB, AC, AD and AE (R6756-6768) that during 
the 1955-1958 period Panhandle voluntarily made main line 
industrial sales of 146,209 MMef, and in addition, exported 
33,200 MMcf to Canada. This is a total of 179,409 MMcf. 
Although Panhandle made such large non-jurisdictional 
sales (and continues to do so), it is seeking in this appeal 
to saddle the entire burden of reserves replacement on 
its utility customers. 
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On page 12 of its brief Panhandle refers to evidence in 
support of an exploration program which would support 
a production of 200,000 MMef in five years in the future. 
It is obvious that this amount is very close to the total 
non-jurisdictional sales in a four-year period. Therefore, 
no other conclusion is possible except that sales to non- 
jurisdictional customers would, ‘in reality, be. supported 
through rates paid by jurisdictional customers reflecting 
the cost of an exploration program; if Panhandle’s posi- 
tion were to be accepted. 


Panhandle, beginning with page 13 of its brief, main- — 
tains that the rate-making policies of the Commission have 
contributed to the steady decrease in the proportion of 
pipeline produced gas. This position reflects Panhandle’s 
rejection of its responsibility as a public utility towards 
its customers. The record shows (R4404-4406) that shortly 
after the 44-month period from January 1955 to September 
1958 Panhandle disposed of substantial acreage to its 
wholly owned subsidiary, Anadarko Production Company, 
covering about 114 trillion cubic feet reserves (1,250,000 
MMcf). Panhandle through a responsible witness admitted 
(BR 4893) that in view of the unsettled condition with 
respect to claimed commodity value, Panhandle was moti- 
vated to pass such reserves into the Anadarko Production 
Company. This has the effect of removing such reserves 
from the Commission’s jurisdiction. 


Under Panhandle’s future expansion program, as ‘dis- 
closed by Witness Hinton (R 4918), development of a 
trillion cubic feet of gas from 1960 to 1964 is proposed. 
Yet Panhandle disposed of at least an equal amount of 
gas reserves to its subsidiary. Presumably after Pan- 
handle commenced operations in 1930, it began to acquire 
gas reserves. The Federal Power Commission has fixed 
Panhandle’s rates from time to time reflecting such in- 
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vestments as a part of the cost of service. In practice, 
this means that such reserves were at least in part de- 
veloped through rates collected by Panhandle from its 
customers. The Michigan Commission believes that Pan- 
handle should not be permitted to ‘‘spin off’’ gas reserves 
on one hand, yet require its jurisdictional customers to 
replace these reserves by means of higher rates. 


Panhandle devotes a very considerable portion of its 
brief to the premise that a price of 10.45 cents per Mcf 
was needed to encourage the required exploration and de- 
velopment, even though such a program was hypothetical 
because it did not take place. In fact, Panhandle goes 
further and asserts that it cannot take the risk of an ex- 
ploration program unless it knew beforehand that such 
expenditures would be reflected in its revenues. 


However, nowhere in the record in this case is there the 
slightest basis for the conclusion that the Commission #/f 
fixing Panhandle’s rates would not give full consideration 
to any exploration expenditures actually made. Panhandle 
asserts that regulatory lag requires gas companies to file 
new rates before the proceedings in previous rate cases 
are completed. This procedure is consistent with Section 
4 (e) of the Natural Gas Act. Therefore, if Panhandle were 
to engage in an extensive exploratory program tomorrow, 
there is no reason why it could not begin collection of 
rates under bond within 6 months thereafter, based in 
part on the expenses and investments associated with such 
exploration program. In other words, Panhandle’s cus- 
tomers through increased rates would pay for Panhandle’s 
cost of service, including any exploration program initiated. 


In summary, the Michigan Commission contends that 
Panhandle has failed to carry the burden imposed on it 
by the City of Detroit case. Panhandle has failed to show 
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| that the rate of return allowed is unreasonable consider- 

i ing the actual expenditures by Panhandle in exploration 
and development and considering the reserve capacity of 
Panhandle from 1955 to 1958. 


It has been clearly established that the proposed ex- 

| ploration program would no more than offset non-juris- 

dictional sales to Panhandle’s industrial customers. In 

| addition, Panhandle has ‘‘spun off’’ gas reserves to its 

subsidiary. Panhandle takes the position that its cus- 

tomers through higher rates should be required to replace 

' these gas reserves. Requiring the customers to bear the 

burden of paying higher rates to replace these reserves 

' would go far byond the responsibilities of the customer as 
set forth in the decisions of the courts. 


The Commission, in establishing a higher rate of re- 

turn on Panhandle’s production properties than on its 

' gathering and transmission facilities, has provided a meas- 

| rable incentive for Panhandle to make investments in 

' an exploration and development program. It must be re- 

membered that the cost of unsuccessful (dry) wells is 

| charged to operating expenses, and that the cost of suc- 

cessful wells is treated as a capital expenditure. Therefore, 

Panhandle through appropriate depreciation allowances 

' will eventually recover its investments in toto, as well as 
earn a return on this investment in the interval. 


In contrast, Panhandle wants its customers through in- 
creased rates to provide in advance the funds necessary 
to establish an exploration program. In addition, Pan- 
handle seeks to require its customers to pay rates reflect- 
ing a reasonable rate of return on these investments paid 
for by the customers. The Michigan Commission submits 
that such a result would be contrary to the spirit of the 
Natural Gas Act and the decisions of the courts. See 
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Federal Power Commission v. Hope Natural Gas Co., 320 
US 591; Colorado Interstate Gas Co. v. FPPC, 324 US 
581; Phillips Petroleum Co. v. Wisconsin, 347 US 672; 
FPC v. Natural Gas Pipeline Co., 315 US 575. 


In considering the argument advanced herein, it should 
be firmly kept in mind that Panhandle has actually col- 
lected rates under bond from 1955 through 1958 reflecting 
the pricing out of its own produced gas at 10.45 cents per 
Mcf, and the question to be decided is whether such rates 
were fair and reasonable when in fact Panhandle made 
no expenditures for exploration and development. 
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The Commission Need Only Allow As An Operating Ex- 
pense The Taxes Actually Payable By Panhandle And 
May Pass Savings Arising Under Sections 263 (c) and 
613 of the Internal Revenue Code On To The Consuming 
Public Where Exploration and Development Incentive 
Is Otherwise Provided For. 


The recent case of El Paso Natural Gas Company v. 
FPG, 281 F 2d 567 fully disposes of the issues raised by 
Panhandle relating to the treatment of the tax savings 
arising under Sections 213 (c) and 613 of the Internal 
Revenue Code. In that case El Paso contended that the 
intent of Congress in granting percentage depletion al- 
lowances was to encourage the exploration and develop- 
ment of additional minerals in order to benefit the econ- 
omy and the nation as a whole. The same contention is 
made by Panhandle in this case. The Michigan Commis- 
sion does not quarrel with this contention. However, the 
Michigan Commission suggests that the congressional in- 
tent underlying depletion allowances can be effectuated in 
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more than one way. This court in the El Paso case made 
this significant statement about the duties and responsi- 
bilities of the Commission as it relates to depletion 
allowances : 


“El Paso contends that this policy means that it - 
is entitled to keep the tax benefits thus granted to it 
as a gas producer over and above an amount charged 
for its gas that would represent a reasonable return 
on its investment. We hold that this does not follow. 
It is manifestly the intent of Congress that the sale 
of natural gas in interstate commerce shall be regu- 
lated in such manner as to prevent prices to be 
charged that are not just and reasonable rates. How- 
ever, as we have stated, such reasonable rate must 
include an increment representing compensation for 
the depletion of the gas supply. Dayton Power & 
Light Co. v. Ohio Pub. Utilities Commission, supra, 
292 US 290, 3 PUR NS 279, 78 L ed 1267, 54 S Ct 
647. Traditionally, also, reasonable return has always 
included an increment to attract capital to the ven- 
ture. In the gas industry this is the incentive item 
we have discussed above. See City of Detroit v. Fed- 
eral Power Commission (1955) 97 US App DC 260, 
11 PUR 3d 113, 230 F 2d 810. The requirement that 
the commission determine a just and reasonable rate 
is not modified by reading into the statute an excep- 
tion to the extent that the prices charged may be suf- 
ficient to afford a just and reasonable rate plus an 

“amount representing a savings in taxes granted to 
the gas industry. We think there is nothing in the 
legislative history that would warrant our concluding 
that Congress intended the statutory depletion, deduc- 
tion of intangible drilling expense, and rapid depre- 
ciation provisions of the revenue laws to amend or 
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.. modify the express language of 5 of the Natural 
Gas Act.” 


The Michigan Commission submits that the El Paso 
case is direct authority in support of the action taken 
by the: Commission. The El Paso decision fully recog- 
nizes that.a company entitled to depletion allowances for 
tax. purposes, such as Panhandle, was not entitled, ipso 
facto, to the tax savings resulting therefrom. This was 
held to-be true even. though it was recognized that one 
of the purposes of depletion allowances is to encourage 
development which of course, means the expenditure of 
additional funds which would otherwise not be expended. 
Speaking to this point, the court in the El Paso case 
stated (pg 264, 35 PUB 3d): 


‘“We think, in short, that there is no statutory au- 
thority for the commission to treat actual savings in 
taxes to which natural gas companies are entitled any 
differently than savings in any other cost of service. 
It is the obligation of all regulated public utilities 

. to operate with all reasonable economies. This ap- 
plies to tax savings as well as economies of manage- 
ment. The net result of this, of course, is that such 
savings as are effected are passed on to the consum- 
ing public. This we consider to be the natural and 
necessary consequence of rate regulation.’’ 


The El Paso decision makes it quite clear that the Com- 
mission, in-order to effectuate the congressional intent of 
encouraging mineral development, need not treat the tax 
savings from depletion: allowances as the amount neces- 
sary to stimulate such development. In fact, if incentive 
for exploration and development is provided for elsewhere, 
no. special consideration need be given to these tax sav- 
ings and they should be treated as any other savings. This 
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point is made by the court in El Paso (pg 265, 35 PUR 
3d) thusly: 


“Tt is the duty of the commission to fix a rate that 
represents the cost of service and a reasonable retarn 
on the investment, including compensation for con- 
sumption of the gas and an increment for incentive, 
instead of merely treating the tax savings as the 
amount necessary to provide for return the incentive. 
This can be done only by making the necessary inquiry 
directed to this issue, building up a proper record, 
and making findings on the amount actually neces- 
sary to provide these items.”’ 


The record shows that Panhandle was given an allow- 
ance to stimulate exploration and development. The al- 
lowance (developed more fully in an earlier part of this 


brief) was consistent with the proofs submitted by Pan- 
handle. Whether this allowance is adequate or not or is 
supported by record is for this court to determine. How- 
ever, just because Panhandle thinks that it has not been 
allowed enough does not mean that this Commission treat- 
ment of tax savings resulting from depletion allowances 
is erroneous. 


The Commission has concluded that a 6% return is 
sufficient to provide for Panhandle’s operating costs and 
a reasonable return plus incentive for exploration and de- 
velopment. It cannot be said that the Commission erred 
in its treatment tax savings arising from depletion allow- 
ances by failing to provide for a higher rate of return. 
In short, this court should not substitute its ‘<opinions 
for the expert judgment of the administrators to whom 
Congress entrusted the decision.” FPC v. Hope Natural 
Gas Co. (supra). 
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The Revenues Derived By Panhandle From The Extrac- 
tion of Gasoline and Other Liquid Hydrocarbons Were 
Properly Credited To Operating Costs, Which Is Con- 
sistent With The City Of Detroit Case. 


Panhandle derives revenue from the operation of three 
extraction plants which are located at Liberal, Kansas, 
at Sneed, Texas, and at Tuscola, Illinois. Natural gas is 
delivered to these plants; gasoline and other liquid hydro- 
carbons are extracted, and the residue gas is returned to 
the Panhandle system for transmission and sale to its 
customers. The operations at Liberal and Sneed were 
found to improve the operating efficiency of the pipeline 
system of Panhandle and thus were found to be juris- 
dictional. As a result, the revenues derived from the 
operations at these two plants were credited against the 
operating costs of Panhandle (R-8410-11). The extrac- 
tions at the Tuscola plant were found to be of no value 
to Panhandle in the transmission of gas. Therefore, the 
revenues derived from the Tuscola operations were not 
credited to the pipeline costs. However, to the extent that 
there was joint use of facilities and joint incurring of ex- 
penses, an allocation of the applicable costs was made. 


It is the contention of Panhandle that only a small part 
of the operations of the plants at Liberal and Sneed is 
beneficial to its pipeline system. Panhandle, therefore, 
asserts that only a portion of the revenues derived from 
these operations should be allocated to the pipeline costs. 
(Panhandle brief, page 63.) 


Panhandle further states that its position is consistent 
with the City of Detroit case. However, the question fac- 


=) 


ing this Court is not whether the position of Panhandle 
is consistent with the City of Detroit case but whether the 
decision of the Commission is inconsistent with it. 


The Commission, in Opinion 344 (Docket No. G-2506), 
held as follows with respect to extracted hydrocarbons: 


“We agree with the presiding examiner that the 
evidence presented by Panhandle is not sufficient to 
overcome the court’s holding that where the extrac- 
tion of hydrocarbons improves the efficiency of and 
is incidental to the operation of Panhandle’s trans- 
mission system, the revenues derived from such ex- 
tractions should be credited to its cost of service. Pan- 
handle’s additional evidence confirms our earlier find- 
ing that the extraction operations do improve the 
efficiency of the pipeline and therefore clearly come 
within the rule laid down by the court. We must de- 
cide each case on the record before us and this record 
does not permit any other finding. We are aware 
that other factors not presented by the parties here 
may well require a different conclusion as to proper 
treatment of extraction operations for a particular 
company. Phillips Petroleum Company, Opinion No. 
388, Docket No. G-1148, issued September 28, 1960.’’ 


This decision is not inconsistent with the City of De- 
troit case. In fact, based upon the evidence before the 
Commission, there was no other alternative. 


The City of Detroit case, as it relates to the crediting 
of revenues derived from operations beneficial to the pipe- 
line system, is not a departure from past decisions of the 
Commission and the courts. Indeed, it was the departure 
from the traditional position of the Commission which 
gave rise to the City of Detroit case. 
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‘Previously, the Commission had, upon numerous occa- 
sions, credited revenues from operations beneficial to the 
transmission of gas by pipeline to operating expenses 
which had the effect of reducing rates. The courts have 
been called upon to sanction such practices. See Hope 
Natural Gas Co. v. FPG, 134 F 2d 287, 303, 308; reversed 
for other reasons 320 US 591, 88 L ed 333, 64'S Ct 281; 
Cities Service Gas Co. v. FPC, 155 F 2d 694, 703, cert 
denied, 329 US 773, 91.L ed 664, 67 S Ct 191. 


There is no language in the City of Detroit case which 
even tends to support the proposition advanced by Pan- 
handle. The Court did not base its decision upon the 
premise that only that portion of the revenues derived 
from extraction process which is beneficial to the pipe- 
line operation is includable as a credit to operating ex- 
penses. On the contrary, a careful reading of the City of 
Detroit case reveals that the decision considered the ex- 
traction operations as a whole. It was determined that 
such operations, overall, were beneficial and therefore 
related to the pipeline operations. 


The following statement in the City of Detroit case 
(page 126, 11 PUR 3d) fully reflects the extent of its 
decision : : 


“<The commission also found that though the ex- 
traction process was not necessary to Panhandle’s 
Pipeline operations, it was desirable: ‘. . . While we 
believe the evidence shows it to be a fact that Pan- 
handle would be able to discontinue the extraction of 
gasoline without incurring serious operating: difficul- 
ties, nevertheless it is also true that the reduction 
in the liquid content of the gas through the extrac- 
tion of the heavier hydrocarbons does improve the 
operating efficiency of Panhandle’s pipeline system.’ 
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(e PUR 3d at p. 423) These facts regarding the 
usefulness of the extraction process to the transmis- 
sion operations, the joint use of facilities, and the 
joint incurring of expenses, coupled with the obvious 
fact that the extraction process is incident to the 
over-all pipeline transmission and resale operations, 
clearly bring the extraction operations within the 
jurisdiction of the commission.’’ 


The Michigan Commission submits that the interpreta- 
tion sought to be imposed upon the City of Detroit case 
by Panhandle is both narrow and unwarranted. If Pan- 
handle’s position were to prevail, this would deprive con- 
sumers of approximately $2,000,000 credit against the 
costs to be recovered by Panhandle through rates. On 
the basis of judicial precedent and upon the general pur- 
pose of the Natural Gas Act, this Court should reject the 
arguments advanced by Panhandle. 
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COUNTER-STATEMENT OF QUESTIONS 
PRESENTED 


1. Whether the Federal Power Commission, in two pro- 

' ceedings to establish ‘‘just and reasonable’”’ rates within 

the meaning of Sections 4(a) and 5(a) of the Natural Gas 

Act, for the sale for resale in interstate commerce of natu- 

‘ ral gas by Panhandle Eastern Pipe Line Company, prop- 

erly determined the method for setting the price of Pan- 

‘ handle’s own produced gas, in accordance with the stand- 

‘ ards set forth by this Honorable Court in City of Detroit, 

County of Wayne v. Federal Power Commission, 97 U. S. 
App. D.C. 260, 230 Fed. 2d 810, cert. den., 352 U.S. 829. 


2. Whether the Commission properly found, on the evi- 
dence presented, that Panhandle should not be awarded 
i any specific amounts for exploration and development be- 
i yond those actually expended for such purposes, and, 
therefore, properly rejected Panhandle’s proposed ‘‘fair 
field price” or ‘‘commodity value’’ for its own produced 
gas. 

3. Whether the Commission, in the said proceedings, 
properly found that the extraction of hydrocarbon prod- 
‘ucts from the natural gas stream improved the efficiency 
‘and was incidental to the operation of Panhandle’s trans- 
mission system, and, therefore, properly credited to Pan- 
handle’s cost of service the revenues derived from such 
' extraction operations, reducing by such amounts the costs 
to be recovered from rate payers. 


INDEX 


CounTEeR-STATEMENT OF THE CASE 
Srarures Invoivep 
Summary or ARGUMENT 


I The Commission Properly Determined the 
Just and Reasonable Rates That Panhandle 
Should Charge for Its Own Produced Gas in 
Accordance With the Standards Laid Down 
by This Honorable Court in the City of De- 
troit Case. 


A. The Court Did Not Approve the Use of 
the Fair Field Price for Panhandle’s Own 


B. Panhandle Did Not Present Evidence 
that Its Proposed ‘‘Commodity Value” in 
Docket No. G-2506 Was in the Public In- 
terest, in Line With the Standards Laid 
Down in the City of Detroit Case 


. The Standards of ‘“‘Just and Reasonable” 
Under the Natural Gas Act as Laid Down by 
the Supreme Court in the Hope Case Are 
Still Applicable 


. The Commission’s Treatment of Gasoline and 
Hydrocarbon Profits as a Factor in Produe- 
tion Costs is Proper and in Accord With the 
Mandate of the City of Detroit Case 
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COUNTER-STATEMENT OF THE CASE 


As the petitioner has pointed out in its brief (Panhandle 

brief, page 2), these proceedings involve review of two 

: opinions and accompanying orders issued by the Commis- 

’ gion in Docket Nos. G-1116 (Opinion 269-A, R. 27486-89) 

and G-2506 (Opinion 344, R. 8399-8420) concurrently on 

i April 27, 1961. For the sake of convenience and clarity, 

' we shall also hereinafter refer to each case by its Commis- 
sion docket number. 
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Panhandle, a natural gas company as that term is de- 
fined in Section 2 of the Natural Gas Act (52 Stat. 821, 
U.S.C., §717a, herein sometimes called the Act) filed with 
the Commission revised rate schedules dated August 17, 
1951, and June 30, 1954, respectively, each of which pro- 
vided for annual increases. The earlier schedules, which 
provided for an annual increase of $21,400,000, were per- 
mitted to become effective February 20, 1952, and the later 
schedules, which provided for an annual increase of $12,- 
127,684, were by Commission order reduced to an annual in- 
crease of $7,247,399 and permitted to become effective 
January 1, 1955. 


In both instances the permitted increases were specifi- 
cally subject to Panhandle’s undertaking to refund such 
portions of the increased rates ultimately found to be un- 
justified. 


Proceedings were instituted in Docket No. G-1116 for 
the August 17, 1951, schedules and in Docket No. G-2506 
for the June 30, 1954, schedules, to determine the lawful- 
ness of the proposed rates. The Commission permitted 
the County of Wayne, Michigan (Wayne County), to in- 
tervene in both dockets as a gas consumer and as the rep- 
resentative of its citizens. 


On April 15, 1954, the Commission issued its Opinion 269 
and accompanying order (13 F.P.C. 53, G-1116, R. 26192- 
26410), which, while disallowing a substantial part of the 
requested increase, permitted Panhandle an annual in- 
crease of $12,778,864. Both Wayne County and the City of 
Detroit (Detroit) took exception to the Commission’s al- 
lowance to Panhandle of the so-called ‘‘fair field price”’ for 
gas produced by Panhandle, and to the Commission’s fail- 
ure to credit to Panhandle’s jurisdictional cost of service, 
revenues derived from the profitable extraction of gasoline 
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and other hydrocarbon products from the natural gas 
stream. 


Accordingly, Wayne County petitioned this Honorable 
‘Court for review of Opinion 269 as did Detroit. In its de- 
‘cision dated December 15, 1955, this Court reversed the 
Commission on the contested issues and remanded the case 
for further proceedings.* 


On April 27, 1961, more than five years later, the Com- 
! mission issued its Opinion 269-A and the Accompanying 
Order (G-1116, R. 27486-89) modifying Opinion 269 to 
‘ aecord with this Court’s decision that Panhandle had not 
| shown it was entitled to claim as ‘‘an item of cost’” the 
so-called ‘‘fair field price” for the gas it produced, and 
that its revenues from the hydrocarbon extraction opera- 
‘tions must be credited against its jurisdictional cost of 
i service. This is the first of the two orders that Panhandle 
here seeks reviewed. 


Following the hearings in Docket No. G-2506, the Com- 
mission’s Presiding Examiner issued his decision on 
February 10, 1959 (G-2506, R. 7698-7785). The Examiner 
| found that no part of the increase was justified and that, 
in fact, it produced excess revenues of $11,488,897 annu- 
‘ally (G-2506, R. 7781, 7794). Thus, he determined that 
Panhandle’s customers were entitled to a rate reduction 
rather than a rate increase. 


On April 27, 1961, more than five years after the in- 
creased rates in Docket No. G-2506 had become effective, 
the Commission issued its Opinion 344 (G-2506, R. 8399- 

| $420), which Panhandle also seeks to have reviewed and 


1City of Detroit, County of Wayne, v. Federal Power Commis- 
' gion, 97 U. S. App. D. C. 260, 230 Fed. 2d 810; cert. denied, 352 U. S. 
829. 


2Tbid., 816. 
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set aside herein. In Opinion 344, as it did in Opinion 269-A, 
the Commission accorded to the ‘‘fair field price’’ or “‘com- 
modity value’? and to the extraction profit issues, the 
treatment dictated by this Honorable Court in its decision 
in the City of Detroit case supra. 


Wayne County has been vitally interested in these pro- 
ceedings both as a gas consumer and as a representative of 
the interests of its residents, as hereinabove noted. The 
Wayne County area is served by the Michigan Consolidated 
Gas Company (Consolidated) and the Consumers Power 
Company (Consumers), two distributing utilities which 
obtain substantial volumes of their gas supply from Pan- 
handle. Any rate increase granted Panhandle must ulti- 
mately be reflected in the charge made by either of these 
distributing utilities to the rate payer. 


The rates involved in Docket No. G-1116 were in effect 
from February 20, 1952, to January 1, 1955. ‘Those in- 
volved in Docket No. G-2506 were in effect from January 1, 
1955, to September 1, 1958. Of the increase allowed by 
the Commission in its Opinion 269, some $5,500,000 annu- 
ally was attributable to the Commission’s treatment of the 
‘<fair field price” and extraction revenues, repudiated by 
this Honorable Court in the City of Detroit case, supra, 
and more recently by the Commission in the two concurrent 
opinions and accompanying orders herein appealed from. 
Thus, since February 20, 1952, or for a period of almost 
ten years, Panhandle has collected and still retains millions 
of dollars which are properly the funds of Wayne County 
and other consumers, including those represented by Wayne 
County. 


STATUTES INVOLVED 


The statute involved is the Natural Gas Act (52 Stat. 
821-833; Title 15 U.S.C. 717-717w) and amended February 
7, 1942 (56 Stat. 83-84; Title 15 U.S.C. 717£), July 25, 1947 
(61 Stat. 459; Title 15 U.S.C. 717 f (h)), March 27, 1954 
(68 Stat. 36; Title 15 U. S. C. 717 (c)) and August 28, 1958 
(72 Stat. 941 at 947; 15 U.S.C. 717r), the material portions 
of which are printed in an appendix to this brief. 


SUMMARY OF ARGUMENT 
I. 


The Court in the City of Detroit case, supra, did not 
‘‘agree’’ with the Commission’s allowance in Opinion 269 
of the commodity value for Panhandle’s own produced 
gas. What the Court stated in that case was that the Com- 
mission ‘‘may be empowered to consider” as a factor that 
the ownership by a pipe line of its own producing facilities, 
instead of complete dependence upon purchased gas, may 
be in the public interest by ultimately resulting in lower 
rates, and assuring consumers of a continuous adequate 
supply. The Court also emphasized, however, that the 
Commission ‘‘must also and always, relate its rate-making 
action to the primary aim of the Natural Gas Act, to 
guard the consumer against excessive rates; and that if 
the Commission contemplates increasing rates for the pur- 
pose of encouraging exploration and development or the 
ownership by pipe line companies of their own producing 
facilities, it must see to it that the increase, in fact, is 
needed and that the increase is no more than needed for the 
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purpose.’ The use of the commodity value or fair field 
price can be justified only in the terms of a demonstrated 
public interest. In the absence of such a demonstration, any 
increase in rate must be denied for failure to meet the 
‘just and reasonable’’ standards prescribed by the Act. 


The Commission found that Panhandle failed to show 
that it should be granted the commodity value as an addi- 
tional allowance over the cost of service for its own pro- 
duced gas in the instant cases. The Commission was acting 
within the powers conferred upon it by Congress, ie., to 
protect the consumer in his right to a satisfactory service 
at reasonable and just rates, in line with principles and 
theories enunciated many times by authorities in the field 
of public utility regulation. 


In balancing the interests of consumers and utility in- 
vestors, the rates established must be such that they ade- 
quately provide the desired service at a reasonable cost, 
and, at the same time, provide a fair return to the in- 
vestors. The practical effect of utility rate regulation is 
a virtual guaranty to the investor of a relatively stable 
return, In consideration of this high degree of stability 
and security, the utility investor must relinquish any ex- 
pectation of speculative returns. ‘The consumer, in turn, 
is compensated by being charged no more than the rea- 
sonable cost of the utility service. These underlying theo- 
ries must still be considered by any regulatory body, 
whether the conventional rate-making standard itself is 
followed or whether it is to be used as the ‘‘point of de- 
parture.”’ 


Panhandle was under the burden of proving that the 
ownership of reserves and production facilities would be 


STbid., 817. 
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in the public interest and ultimately would result in lower 
rates. This Panhandle failed to do. On the contrary, the 
' record showed that in spite of its reserves, Panhandle, 
during the refund period pertaining to this case, was 
. compelled to pay the same prices as its competitors (G- 
2506, R. 4284-4287), and that its reserves gave it no greater 
- flexibility in dealing with producers (G-2506, R. 6316). 


Through Exhibit No. 112 presented by its witness, 
: Edward L. Dunn, Panhandle sought the allowance of a fair 
field price of 12.61 cents per Mef for the 5 billion feet per 
year of production to be obtained under a program com- 
mencing in 1960. This would result in a total of $24,206,- 
i 210 of additional revenues to Panhandle which would be 
available for income taxes, return and to maintain owned 
gas reserves (G-2506, R. 6371-6379). Mr. Dunn contended 
| that Panhandle utility customers must provide this amount 


: of $24,206,210 in addition to all the expenses, including the 
exploration and development expenditures and the return 
of capital expenditures through the allowance of depre- 
ciation depletion, since Panhandle cannot borrow the money 
to carry out the exploration program (G-2506, R. 4862, 
4864-7). 


The record showed, however, that Panhandle debt secur- 
ities and stock covered all of its facilities, of which its 
| produced facilities were less than 7 percent in the test 
year (G-2506, R. 5665). Moreover, another Panhandle 
witness, the late Mr. Leslie T. Fournier, testified that 
' Panhandle, contrary to Mr. Dunn’s assertion, could readily 
| raise the 105 million dollars required to provide the equity 
for the proposed Panhandle and Trunkline expansion pro- 
grams (G-2506, R. 4952-4956). 


To the extent that Panhandle’s utility customers are 
being requested to provide such funds for Panhandle’s 
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1960-1964 drilling program, over and above a reasonable 
rate, such funds constitute a contribution upon which Pan- 
handle would not be entitled to earn any return. This, in 
our opinion, is the type of unjustifiable increase rejected 
by the Court in the City of Detroit case. 


I. 


The standards of ‘‘just and reasonable”’ laid down by 
the United States Supreme Court in Federal Power Com- 
mission v. Hope Natural Gas Company (1944), 320 U.S. 
591, still apply. 

The Hope case governs with respect to those judicial 
concepts and precepts to be followed by rate-making bodies 
and regulatory commissions as well as by the Courts in de- 
ciding utiltiy rate cases. 


The Hope case reiterates the theory that the fixing of 
just and reasonable rates involves the balancing of the 
investor and consumer interests, wherein the consumer is 
charged a just and reasonable rate and the investor re- 
ceives a reasonable return on his investment. 


Panhandle concedes in the instant cases that it is receiv- 
ing for exploration and development an allowance cover- 
ing out-of-pocket operating expenses, unproductive explo- 
ration and development expenses and depreciation and 
depletion, plus a 6 percent rate of return on production, 
exploration and development expenses. 


Under the terms of the Hope case, the Natural Gas Act 
requires that the recovery of costs keep the investor whole 
rather than enrich him unjustly, as Panhandle is seeking 
to do here. Under the Hope case, farther, the Commission 
is not permitted to “manipulate the rates” of any natural 
gas company for the purpose of developing natural re- 
sources or preserving wasting assets. 
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The payment of the commodity value for its own pro- 
duced gas may well be the incubation of ‘‘those specific 
evils’? which the Supreme Court found that the Natural 
Gas Act was designed to remove or prevent in the Hope 
case. This is especially true in the instant cases, since 
Panhandle admittedly now seeks a commodity value pay- 
ment for an exploration and development program which 
it never carried out, with no more than a personal assur- 
ance that it will be actually undertaken in the future. 


As pointed out by former Commissioner Draper, for a 
period of 15 years prior to the issuance of Opinion 269 in 
the original fair field case, the Commission had always 
followed the conventional rate base method. The Commis- 
sion never once entertained the slightest doubt that Con- 
gress intended the Commission to use conventional prin- 
ciples of rate regulation in administering the Act. 


While Congress has amended the Act many times, it has 
not seen fit to alter the standards pertaining to the fixing 
of just and reasonable rates which should govern the 
Commission’s rate-making procedures. 


i. 


The Commission’s treatment of the hydrocarbon extrac- 
tion profits as a factor in production costs is proper and in 
accord with the City of Detroit decision. Panhandle takes 
the position that the City of Detroit case requires the 
Commission to credit to the pipe line cost of service only 
| that portion of the revenues from the extraction of hydro- 
, earbon products which improve the efficiency of its pipe 
line system. 


: The Crty of Detroit decision does not contain any such 
| fine hair-splitting distinction. In fact, the language used 
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by the Court makes it abundantly clear that the ‘¢joint 
use of facilities and the joint incurring of expenses, 
coupled with the obvious fact that the extraction process 
is incident to the over-all pipe line transmission and resale 
operations, clearly bring the extraction operations within 
the jurisdiction of the Commission.’ (Emphasis supplied.) 


The Commission had always, prior to the issuance of 
Opinion 269, treated the extraction of liquid hydrocarbons 
as a credit to natural gas operations as shown by many 
decisions made by the Commission which were affirmed 
by the Courts. 


There is no authority for the proposition now pro- 
pounded by Panhandle that the Commission must, as a 
matter of law, make an allocation of so-called jurisdictional 
and non-jurisdictional extracting operations which use joint 
facilities. We believe that the City of Detroit case does 
not change the original premise that all of the revenues de- 
rived from a hydrocarbon extraction operation which im- 
proves the operating efficiency of a pipe line system must be 
credited to that pipe line’s cost of service. 


ARGUMENT 
L ; 
THE COMMISSION PROPERLY DETERMINED THE JUST 
AND REASONABLE RATES THAT PANHANDLE SHOULD 
CHARGE FOR ITS OWN PRODUCED GAS IN ACCORD- 
ANCE WITH THE STANDARDS LAID DOWN BY THIS 
HONORABLE COURT IN THE CITY OF DETROIT CASE. 


A. The Court Did Not Approve the Use of the 
Fair Field Price for Panhandle’s Own Gas. 


In the first part of its brief, Panhandle has seen fit to 
quote frequently from Opinion 269 and the Accompanying 


«Ibid., 820. 
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| Order issued by the Commission on April 15, 1954, in the 
| initial proceedings (G-1116, R. 26192-26311). Panhandle 
seems quite obsessed with statements made by the Com- 
| mission in said opinion that Panhandle was ‘‘entitled to an 
| allowance for its own produced gas at the wellhead equal 
to weighted average arm’s length field price * * * rather 
; than a rate for such gas computed under the conventional 
utility cost rate base method,” and that Panhandle’s hydro- 
carbon extraction operations at plants at Sneed, Texas, 
and Liberal, Kansas, ‘‘constituted a separate business, so 
| that neither the costs nor the revenues should be reflected 
in rates’’ fixed for Panhandle (Panhandle brief, page 3). 


Various excerpts from Opinion 269, together with com- 
mentaries by Panhandle, in which the virtues of the fair 
: field price doctrine are extolled and the defects of the con- 
ventional rate base method are criticized in detail, ‘‘in 


the public interest,’’ are set forth by Panhandle in this 
brief (Panhandle brief, pages 4, 5, 6). 


Panhandle has done, in fact, no more than recite the same 
mass of detail, arguments and authority for its position 
that it advanced in the earlier Docket No. G-1116 adminis- 
trative and Court proceedings. 


Panhandle has further construed the opinion of this 
Honorable Court in the City of Detroit case, supra, as being 
in agreement with the Commission’s original Opinion 269 
that it “‘could under the Natural Gas Act properly allow 
an amount for the gas produced by the pipeline company 
above that reached by cost rate base method, in order to 
meet the ‘need for encouraging exploration of gas re- 
| sources’ * * *’? (Panhandle’s brief, page 6). 


While we are certain that this Court is well aware of 
: its own decision, nevertheless, in the interests of presenting 
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completely and clearly the holding of the Court, we feel 
it necessary to state in some detail the exact language used 
by this Court when it remanded this case to the Commis- 
sion. 


The Court did use the Commission’s own expression of 
the basic problem thus: 


<¢ 6 © © The question here presented is what meth- 
od of pricing pipeline-produced gas will, under pres- 
ent-day realities and in the light of the facts of rec- 
ord in this case, best serve the ultimate public in- 
terest. * * *°’ 


“In resolving this question in favor of the use 
jt made of the field price the Commission states 
that the traditional rate-base system (1) tends un- 
duly to accelerate consumption of gas, (2) does not 
sufficiently encourage its discovery and develop- 
ment, thus failing to promote the national interest 
in both the production and use of natural gas, and 
finally, (3) that the interest of the public definitely 
lies in the direction of natural gas production by 
pipeline systems themselves as distinguished from 
their complete dependence for gas upon purchases 
from other producers.”* 


It should also be noted that the Court, in a footnote to 
this case, stated that the Commission discussed the ‘‘eco- 
nomic incongruity resulting from the use of the traditional 
rate base system.’? However, the Court pointed out that 
‘the only factors which may move the Commission are 
those related to the public interest,” and did not consider 
this factor in its decision at all.° 


sIbid., 816. 
‘Ibid. 817. 
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The Court dismissed the first ground, that of accele- 
rated consumption of gas, advanced by the Commission 
for the use of the fair field price formula, as being com- 
parable to ‘“‘ “considerations of conservation’ with which 
the Commission has not been empowered to deal, except in 
problems arising under Sections 7 and 11.’” 


With respect to the two remaining grounds advanced by 
the Commission, this Court did state that they were within 
the scope of the Natural Gas Act and could be considered 
by the Commission, but nevertheless decided the issue on 
another point: 


‘ce © © The final ground, the one the Commission 
appears chiefly to rely upon, is that ownership by 
pipeline companies of their own producing facili- 
ties, instead of their complete dependence for gas 
supply on purchases from other producers, would 
serve the public interest by ultimately resulting in 
lower rates. This would come about, the Commis- 
sion states, because producing companies would 
have greater bargaining power when contracting 
for gas purchases, and would also be able to use 
their own gas in such a manner that the gas from 
other companies could be obtained at a relatively 
uniform rate, thereby enabling the pipeline com- 
panies to acquire such gas at a lower price be- 
cause of certain clauses in the typical gas purchase 
contracts. The Commission adds a further public 
interest factor, that consumers remote from produc- 
tion sources would be assured of adequate con- 
tinuous supply. 


“(7) While as we have indicated the Commis- 
sion may be empowered to consider some of these 


TIbid., 817. 
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factors it must also, and always, relate tts action 
to the primary aim of the Act to guard the con- 
sumer against excessive rates. If the Commission 
contemplates increasing rates for the purpose of 
encouraging exploration and development, or the 
ownership by pipeline companies of their own pro- 
ducing facilities, it must see to it that the increase 
is in fact needed, and is no more than is needed, for 
the purpose. Further than this we think the Com- 
mission cannot go without additional authority from 
Congress. 

“The amount allowed Panhandle for the en- 
couragement referred to is not shown to meet this 
test by any evidence and findings. * * *”* (Emphasis 
supplied.) 


Court further stated, in no uncertain terms, that: 


“he amount here allowed is not brought into 
relationship by the evidence and findings with the 
purposes for which it is granted except that it af- 
fords a larger revenue to Panhandle than otherwise 
tt would have. This is not an adequate basis for 
bringing the resulting rates within the ‘just and 
reasonable’ standards of the Act.’ (Emphasis 
supplied.) 


The Court made abundantly clear that ‘‘The mere fact 
that the field price method is used does not vindicate the 
rates. Its use can be justified only in terms of a demon- 
strated public interest. In this case an allowance for the 
desired purposes, assuming they are valid, could be in- 
cluded without resort to the field price system. When the 
latter method is used the evidence and findings must show 


8 Ibid., 817. 
*Tbid., 818. 
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| that the increase in rates thus caused is no more than is 
' reasonably necessary for the purposes advanced for any 
increase. Since there is nothing in these proceedings from 
which such a conclusion could be drawn, they are fatally 
defective." (Emphasis supplied.) 


We have searched the decision in vain for any basis 
for the statement made by Panhandle in its brief that 
' the Court ‘‘agreed”’ with the principles of the fair field 
price proposition, as enunciated in Opinion 269 by the 
‘ Commission on April 15, 1954. The closest we can come to 
any such indication of such an agreement is: 

“We simply say that if the Commission is now to 
abandon the treatment historically accorded pipe- 
line-produced gas in rate making on the ground 
that the ultimate public interest will be better served 
thereby, the Commission should justify i on the 
record.” (Emphasis supplied.) 


This, in our opinion, is a far ery from the position taken 
_ by Panhandle that this Court had ‘‘agreed’’ with the Com- 
mission as to the propriety of the fair field price formula. 
Lest there be any misunderstanding by any party con- 
cerned, we quote herein the exact language used by the 
Court: 


‘‘An additional explanation of our view is de- 
sirable. We should not be understood to say that 
whenever the Commission does establish the neces- 
sary relationship between means and end, a pre- 
scribed rate increase will be lawful. In view of the 
primary orientation of the Act toward the main- 
tenance of low prices for the consumer, we do not 
preclude the possibility that a rate increase might 
be wnlawful even though no lower rate. could. en- 


20 Thid., 818. 
11 Ibid., 818. 
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courage gas production by pipeline companies. On 
this record, however, if the necessary relationship 
had been shown we would not consider the rates so 
high as to be unlawful.” (Emphasis supplied.) 


Contrary to what Panhandle asserts in the footnote ap- 
pearing on page 27 of its brief, we believe that the state- 
ment of this Honorable Court appearing on page 818 of 
its decision in the City of Detroit case, supra, still applies. 
This statement that the conventional rate-base method 
must be ‘continued to be used at least as a point of de- 
parture,” has not, in our opinion, been superseded or re- 
pudiated by this Honorable Court’s decision in Wisconsin 
v. Federal Power Commission, No. 16175 (decided Novem- 
ber 30, 1961), nor by the decision of the Fifth Circuit Court 
of Appeals in M inneapolis Gas Company ¥. Federal Power 
Commission, 294 F. 2d 212; Forest Oil Company v. Feder- 


al Power Commission, 263 F. 2d 622, and El Paso Natural 
Gas Company v. Federal Power Commission, 281 F. 2d 
567. 


The Commission found as a fact in the instant case that 
«<e © © Panhandle has not shown that it should be allowed 
the commodity price as an additional allowance over the 
cost of service. Panhandle must, therefore, depend upon 
the cost of service evidence with necessary adjustments as 
a basis for determining an allowance for its own produced 
gas’’ (G-2506, R. 8405). We believe that the evidence be- 
fore the Commission not only substantiated such a finding, 
but in fact made such a finding mandatory, in line with 
the weight of authority, as expressed by the Court’s de- 
cision and the opinions and writings of acknowledged ex- 
perts in this field. 


12 Tbid., 818. 
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Panhandle, as we have noted before, quoted at some 
length from the record made in Docket No. G-1116 to sup- 
port its position in the instant case. We feel justified, 
therefore, in re-enunciating herein our position and the 
principles and authority in support of our position that 
we first set forth in the earlier case. 


It is axiomatic that an administrative agency, such as 
the Federal Power Commission, possesses only such powers 
ag are expressly or impliedly conferred upon it by its legis- 
lative creator. Congress, the creator of the Commission, 
conferred upon it the authority to regulate the rates and 
charges of persons subject to its jurisdiction only in accord- 
ance with certain principles, theories and objectives per- 
taining to rate-making. These pertinent principles, the- 
ories and objectives are lucidly set forth by Professor 
J. BR. Barnes in his book, The Economics of Public Utility 


Regulation (F. S. Crofts & Company, New York, 1947), as 
follows: 


“The duties of the contemporary commission 
with respect to rate regulation may be said to be 
threefold: (i) to protect the consumer in his right 
to a satisfactory service at the lowest cost conson- 
ant with the service; (ii) to secure to present in- 
vestors a reasonable return on that part of their 
investment serving a public need; and (iii) to safe- 
guard the community’s long-term interest in a satis- 
factory service by preserving the financial health 
of the utility corporation. 

se e . * * 

“The cost of service is the most important single 
factor determining the reasonableness of a utility’s 
charges.” (P. 290, emphasis supplied.) 

* e s i * 

“Rate regulation by public service commissions, 

as a problem affecting the local utilities, has been 
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concerned chiefly with the control of the total reve- 
nue accruing to the company. The economic ob- 
ject has been an equivalence between the total re- 
ceipts of the utility and the total costs of render- 
ing the service. The necessity for an increase in 
revenue, or the possibility of a decrease in income, 
is determined in relation to the present and pros- 
pective costs of rendering the utility service, and 
thus every rate case becomes an occasion for a 
critical examination of the costs claimed by the com- 
pany. 

“The costs to be recovered in the utility’s income 
fall into four categories: operating expenses, taxes, 
provision for depreciation and retirement, and the 
‘fair return.’ * * * 


“The fourth component of the utility’s income 
is the ‘fair return.’ The ‘fair return’ is the term 
used by the courts and commissions to describe 
the amount of money judged necessary to enable 
the utility to meet its obligations to its security 
holders of all descriptions. The fair return is a 
composite of interest on bonds and certificates of 
indebtedness, dividends on common and preferred 
stock, and, perhaps, some reward for efficiency of 
management. The costs of financing, such as the 
amortization of the discount on bonds and stocks, 
are also included in the fair return. * * * 


“‘Much of the confusion that has characterized 
the thinking on the matter of the appropriate fair 
return could have been avoided if commissions and 
courts had early recognized that they are required 
only to do even justice between two classes of m- 
dividuals, the consumers who are called upon to 
pay for the services rendered and the investors who 
have provided the capital funds with which the 
service is rendered.” (Pp. 314-317, emphasis sup- 
plied.) * * * 


e s e e e 
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“The ‘rate of return’ is that percentage of the 
‘rate base’ which the utility is entitled to earn for 
interest, dividend payments, and related require- 
ments. The product of the rate base and the rate 
of return is the ‘return’ or the ‘fair return’, which 
is the residual amount remaining after operating 
expenses, taxes, and depreciation expenses have 
been deducted from gross earnings.” (P. 516, em- 
phasis supplied.) 


‘Other examples of the confusion of legal theory 
are illustrated by the recurrent emphasis on ‘value’ 
as the standard for the establishment of rates and 
by discussions which refer to matters that are per- 
tinent only to the irrelevant ‘market value’.” (Pp. 
548, 549, emphasis supplied.) 


It should be clear from the above, that the rate-making 
principles and objectives set forth by Professor Barnes 
contemplate a balancing of the interests of the consumers 
and the utility investors, by establishing rates which will 
adequately provide the desired service to the consumers 
at the reasonable cost thereof, and by including as an 
element of cost a fair return to the investor upon his in- 
vestment. The consideration determining the fairness of 
the return are adequately set forth by Professor Barnes. 


That the return to the investor is predicated upon his 
investment (or rate base) warrants reiteration, as does 
the fundamental proposition in conventional rate-making 
theory that the market value is irrelevant. 


Our Constitution does not guarantee a profit to a regu- 
lated utility. Rate making is a prospective function and 
is premised largely upon predictions of things to come, 
which may or may not materialize. Nevertheless, the prac- 
tical effect of utility rate regulation is virtually to guaran- 
tee a relatively stable return to the investor. We all know 
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that the ‘‘utilities’? constitute the orphans’ and widows’ 
stocks, and we all know why. In consideration of this high 
degree of stability and security, the utility investor relin- 
quishes any expectations of speculative returns, or of 
making a ‘‘killing”’ on the market. 


In return for ‘‘agreeing’’ to pay a rate which will rea- 
sonbly assure the investor of his stable and steady re- 
turns, through bull and bear, the consumer is compensated 
by being charged no more than the reasonable cost of the 
utility’s service. 

These are the basic theories which underlie rate-making 
principles and standards, and which are particularly ap- 
posite to conventional rate-making. These are still perti- 
nent, we contend, whether the conventional rate-making 
standard is to be used itself by the regulatory body or 
whether it is to be only ‘‘a point of departure,’”’ as indi- 


cated by this Honorable Court in the City of Detroit case, 
supra. But, we submit, these theories and principles must, 
nevertheless, continue to be given probative weight, other- 
wise rate-making by regulatory bodies will cease to have 
any significance. 


B. Panhandle Did Not Present Evidence That Its 
Proposed “Commodity Value” in Docket No. 
G-2506 Was in the Public Interest, in Line With 
the Standards Laid Down in the City of Detroit 
Case. 


As Panhandle pointed out in its brief (page 8), no ad- 
ditional evidence was submitted regarding the necessary 
cost of exploration incurred by Panhandle in Docket No. 
G-1116, However, the Commission did issue, on January 
14, 1960, an order re-opening the proceedings in Docket No. 
G-2506 to permit Panhandle to submit evidence on com- 
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modity value, as was requested by Panhandle in its supple- 
: Inentary petition filed November 13, 1959 (G-2506, R. 8213- 
8217). 


This intervenor, the Commission’s Staff and other par- 
ties to this proceeding, took the position at the outset that 
i the re-opening order was specifically limited to evidence 
| that would show first, the ‘‘alleged savings’’ to Panhandle’s 
| customers that would result in the refund period from the 
: differential between the cost of purchasing gas and the 
! eommodity value, and, second, the increase of refund 
period cost over the test year cost of exploring for and 
developing the annual volumes of production involved in 
this case (G-2506, R. 4726). 


The Commission had found in Opinion 269 that the 
ownership by a pipeline company of its own reserves and 
' production therefrom, was an appropriate ground for 


i consideration of increased rates, and such findings were 
i not rejected by this Honorable Court in the City of Detrott 
case, supra. 


But paramount to this consideration is the necessary 
i showing that such ownership of reserves and production is 
in the public interest and would ultimately result in lower 
' rates. This is what we contend Panhandle has failed to 
do in this case. 


Panhandle’s witness, Mr. Clifford R. Horn, testified on 
: the advantages to Panhandle’s customers which would 
accrue from the ownership of reserves. He testified that 
i the ownership of reserves strengthens the company’s bar- 
| gaining position in negotiating new gas purchase con- 
| tracts, permits the use of reserves as leverage to obtain 
lower prices, and that in 1955 and 1956 Panhandle paid 
' 13 cents or less while other companies were paying 15 or 
| 16 cents in the same areas (G-2506, R. 4156, 4169, 4170). 
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On ecross-examination, however, Mr. Horn was unable 
to provide any substantial support for his contention. On 
the contrary, he admitted that the 13-cent prices were con- 
tained in contracts for only small volumes of gas (G-2506, 
R. 4171). He was able to cite only one instance in which 
a substantial contract, covering a properly comparative 
sale, revealed a differential between its price and Pan- 
handle prices of as much as 14 cent per Mcef. That sale 
price, he conceded, was negotiated the following year by 
Northern Natural Gas Company when all prices had risen 
(G-2506, R. 4191). 


For some unexplained reason, Panhandle did not reflect 
in its Exhibit No. 104 (G-2506, R. 6316), containing new 
contracts negotiated during the refund period of this 
case, entitled ‘‘substantial’’ contracts, its only large volume 
contract, an agreement dated October 4, 1956, with Carter 


Oil Company (Carter’s F.P.C. Rate Schedules No. 46) 
which contained a first year price of 16.0 cents per Mef 
(G-2506, R. 4459, 4460). Furthermore, of 12 additional 
contracts negotiated by Panhandle during the refund 
period, almost all provide prices of 15 and 16 cents per 
Mef (G-2506, R. 4284-4287). 


Mr. Horn’s position on the bargaining powers of Pan- 
handle stemming from the ownership of reserves was also 
related to the fact that producers seek to impose maxi- 
mum volume limitations upon pipeline companies. Such 
limitations are commonly referred to as “take or pay for” 
provisions of the gas sales contract, and Mr. Horn stated 
that they “have a tendency to place a squeeze upon pipe- 
line operations.” Panhandle’s ownership of such reserves, 
he contended, provided a ‘‘buffer against ‘take or pay for’ 
provisions” demanded by producers. In other words, 
Panhandle, or any other pipeline which has its own re- 
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serves, can offer a higher rate of take because it can ad- 
just its own production (G-2506, R. 4152, 4153). 


However, the effect of this testimony was negated by 
Mr. Horn’s admission on cross-examination that another 
Panhandle witness, Mr. C. H. Hinton, had, in another 
proceeding, stated that ‘‘very few” of Panhandle’s con- 
tracts negotiated before 1955 contain minimum “take or 
pay for” provisions (G-2506, R. 4163, 4164). Thus, Pan- 
handle can resist the ‘‘squeeze” by adjusting takes from its 
existing purchased gas suppliers without the necessity of 
adjusting its own production for that purpose. 


Moreover, an examination of the contracts set forth 
in Panhandle’s Exhibit No. 104 reveals that Panhandle’s 
contracts on lines 21 and 22 do not grant to the seller- 
producer as favorable “take or pay for” provisions as 
those offered by Natural Gas Pipeline of America to Oil 
and Gas Property Management, shown on line 15 (G- 
2506, R. 6316). Although all three contracts contain a 
i6-cent per Mef price, Panhandle’s contracts limit only 
the first year’s “take or pay for” obligation during ‘‘any 
calendar year or applicable portion thereof” to 20 per- 
cent of the open flow. The producer could sell more gas 
under the latter contract, not only during the first two 
years but throughout the term of the contract. This does 
not support Mr. Horn’s testimony to the effect that Pan- 
handle can, because of its reserves, offer more favorable 
terms than its competitors and thus obtain lower prices 
(G-2506, R. 4155, 4156). 


Mr. Horn further testified that ownership of reserves 
provided greater ability and more flexibility in accumula- 
tion of additional gas supplies to support an expansion 
of pipeline capacity (G-2506, R. 4152). At best, we can 
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evaluate such an assertion as mere wishful thinking, for 
another Panhandle key witness, the late Mr. Leslie T. 
Fournier, testified that the increased capacity expansion 
plans filed by Panhandle are largely supported by in- 
creases in purchased gas contract volumes (G-2506, R. 
4931). It should be further noted, in answering Mr. Horn’s 
contention that Panhandle has flexibility in purchasing, 
by cutting back on its takes of gas, that nowhere has there 
been any showing by Panhandle that it did, in fact, cut 
back on its takes from its own production for the pur- 
pose of taking more from producers. In fact, its evidence 
of ‘‘over-production” (G-2506, R. 6801) is to the contrary. 
So much for Mr. Horn’s flexibility factor. 


The Panhandle witness, Mr. Hinton, previously referred 
to in Mr. Horn’s cross-examination, testified to the keen 
competition which Panhandle has been facing in the Hugo- 
ton Embayment of the Anadarko Basin, where eight major 
pipeline companies are vying with each other for available 
supplies of gas (G-2506, R. 4259, 4260). It would seem in 
view of such competition that any claim that Panhandle 
can purchase gas at lower prices and more favorable 
terms is completely groundless. Particularly is this true 
in the light of claims of over-production, and Mr. Hinton’s 
admission that Northern Natural Gas Company and City 
Service Gas Company actually control the volume of gas 
trom the Hugoton field (G-2506, R. 4450), and Mr. Horn’s 
admission that Panhandle’s principal competitors in pur- 
chasing gas, City Service Gas Company, Colorado Inter- 
state Gas Company, Northern Natural Gas Company and 
Natural Gas Pipeline Company of America, all have sub- 
stantial reserves in the same areas with Panhandle (G- 
2506, R. 4175-4177). 


Another Panhandle witness, Mr. Edward L. Dunn, pre- 
sented Exhibit No. 112 which purportedly showed that, 
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based on Panhandle’s production and present-book cost in 
the 12 months ending May 31, 1959, “adjusted’’ to reflect 
the expenses involved in the 1960-1964 development pro- 
gram and the 5 billion feet per year of additional pro- 
duction to be obtained under that program commencing 
in 1961, the allowance of a “fair field” price of 12.61 cents 
per Mcf (now being claimed by Panhandle in its latest 
rate proceedings before the Commission in Docket No. G- 
19780) would make a total of $24,206,210 “available for 
income taxes, return and to maintain owned gas reserves’’ 
in the period 1960-1964 (G-2506, R. 6371-6379). 


In making this presentation, Mr. Dunn admitted that 
the expenditures involved in the 1960-1964 development 
program were reflected in his revenue deductions in Ex- 
hibit No. 112, to the extent that such expenditures are 
properly chargeable to expense. He further admitted that 
the allowance for depreciation and depletion is designed 
to recover the portion of such expenditures which would be 
capitalized (G-2506, R. 4847-4850). Mr. Dunn likewise 
admitted that during the period 1960-1964 Panhandle did 
not actually pay any income taxes (G-2506, R. 4855, 4856), 
and that the entire amount of $24,206,210 shown in Ex- 
hibit No. 112 would be available to Panhandle as the rate 
on its production properties (G-2506, R. 4877-4880). 


Nevertheless, Mr. Dunn contended that from a cash 
standpoint Panhandle’s utility customers must provide this 
amount of $24,206,210 in addition to all considerable ex- 
penses, including exploration and development expendi- 
tures and the return of capital expenditures through the 
allowance for depreciation and depletion, because Pan- 
handle cannot borrow the money to carry on the explora- 
tion program and Panhandle stockholders cannot be ex- 
pected to supply such funds (G-2506, R. 4862-4867). 
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Contrary to such contentions, Panhandle’s debt securi- 
ties and its stock cover all of its facilities, of which its 
produced facilities were less than 7 percent in the test 
year, as shown by Schedule No. 7 of Exhibit No. 9 (G- 
2506, R. 5665). Furthermore, the late Mr. Fournier also 
testified that Panhandle can readily raise the 105 million 
dollars required to provide the equity for the proposed 
200,000 Mef per day expansion of Trunkline and the pro- 
posed Panhandle expansion of 406,000 Mef per day (G- 


2506, R. 4952-4956). 


To the extent that Panhandle’s utility customers are 
being requested to provide funds for the Panhandle 1960- 
1964 drilling program over and above a reasonable rate, 
such funds would constitute a contribution upon which 
Panhandle would not be entitled to earn any return. In 
our view, this is exactly the type of unjustifiable increase 


contemplated by this Honorable Court when it stated in 
the City of Detroit case: 


«* * * (8) Furthermore, it is seen that when 
we refer to an ‘increase’ we mean an increase in the 
rates above those which would result from the use 
of the conventional rate-base method. For, though 
we hold that method not to be the only one avail- 
able under the statute, it is essential in such a case 
as this that it be used as a basis of comparison. 
It has been repeatedly used by the Commission, and 
repeatedly approved by the courts, as a means of 
arriving at lawful—‘just and reasonable’—rates 
under the Act. Unless it is continued to be used 
at least as a point of departure, the whole experi- 
ence under the Act is discarded and no anchor, as 
it were, is available by which to hold the terms ‘just 
and reasonable’ to some recognizable meaning.” 
(Emphasis supplied.) 


13 Ibid., 818. 


27 


Il. 


THE STANDARDS OF “JUST AND REASONABLE” UNDER 
THE NATURAL GAS ACT AS LAID DOWN BY THE SU- 
PREME COURT IN THE HOPE CASE ARE STILL APPLI- 
CABLE. enn 


There has been a great deal written about the Opinion 
of the U.S. Supreme Court in Federal Power Commission 
v. Hope Natural Gas Co. (1944), 320 U-S. 591. Wayne 
- County, in the Docket No. G-1116 proceedings and the 
City of Detroit case, took the position that the Hope case 
i forcefully demonstrated that Congress intended the Com- 
| mission to operate wholly within the ambit of conventional 
rate-making theories and principles in administering the 
: Natural Gas Act. While we appreciate that this Honor- 
: able Court in the City of Detroit case did not entirely 
agree with us, we are confident, nevertheless, that this 
Court will fully agree that the judicial concepts and pre- 
' cepts laid down in the Hope case are still applicable and 
’ must in the absence of any good showing to the contrary 
| be followed by the Commission and Courts today in de- 
ciding utility rate cases. 


The following have been extracted from the Hope case 
in the order in which they appear in the Court Opinion. 
(Emphasis has been supplied by Wayne County.) 


‘‘Congress, however, has provided no formula by 
which the ‘just and reasonable’ rate is to be deter- 
mined. It has not filled in the details of the gen- 
eral prescription of §4(a) and §5(a). It has not 
expressed in a specific rule the fixed principle of 
‘just and reasonable.’’’ (Pages 600, 601.) 


This statement appears near the beginning of the Court’s 
| opinion. The Court did not question the use of the rate 


28 


base method for determining the return to be allowed to 
investors for the use, in a public service, of their prop- 
erty, including the pipeline company’s own gas produc- 
tion facilities. 


The issue was, rather, whether the Commission’s re- 
jection of evidence other than original cost in computing 
the rate base resulted in confiscation of the investor’s 
property. It did not, held the Court: 


“The fixing of prices, like other applications of 
the police power, may reduce the value of the prop- 
erty which is being regulated. But the fact that 
the value is reduced does not mean that the regu- 
lation is invalid. (Citations omitted.) It does, how- 
ever, indicate that ‘fair value’ is the end product of 
the process of rate making, not the starting point 
as the circuit court of appeals held. The heart of 
the matter is that rates cannot be made to depend 
upon ‘fair value’ when the value of the going enter- 
prise depends on earnings under whatever rates may 
be anticipated. (Page 601.) * * * 


‘‘The rate-making process under the act, i.e., the 
fixing of ‘just and reasonable’ rates, involves a bal- 
ancing of the investor and the consumer wterests. 
Thus we stated in the Natural Gas Pipeline Com- 
pany Case that ‘regulation does not insure that the 
business shall produce net revenues.’ 315 US at 
p. 590. But such considerations aside, the investor 
interest has a legitimate concern with the financial 
integrity of the company whose rates are being regu- 
lated. From the investor or company point of view 
it is important that there be enough revenue not 
only for operating expenses but also for the capital 
costs of the business. These include service on the 
debt and dividends on the stock. (Page 603.) * * * 


“Nor is it important to this case to determine 
the various permissible ways in which any rate 


29 


base on which the return is computed might be 
arrived at. For we are of the view that the end 
result in this case cannot be condemned under the 
act as unjust and unreasonable from the investor 
or company viewpoint.” (Page 603.) 


| Does the above statement leave much doubt that the 
' Court recognized the need for a rate base upon which the 
return is to be computed? 


‘‘Rates which enable the company to operate 
successfully, to maintain its financial integrity, to 
attract capital, and to compensate its investors for 
the risks assumed certainly cannot be condemned 
as invalid, even though they might produce only a 
meager return on the so-called ‘fair value’ rate 
base.” (Page 605.) 


Can Panhandle claim in these proceedings that it is op- 
‘erating at a financial loss or that its investors are not 
i receiving a reasonable return on their investment? The 

answer is evident. Panhandle itself concedes (Panhandle 
brief, page 10) that ‘‘The over-all amount allowed by the 
' Commission under the cost rate base method is approxi- 
i mately 4.7 cents, which covers out-of-pocket operating ex- 
: penses, unproductive exploration and development expenses 
ana depreciation and depletion, plus a 6 percent return 
on the productive exploration and development expenses 
***” (Emphasis supplied.) But let us continue with the 
Hope case: 


“Only a word need be added respecting depletion 
and depreciation. We held in the Natural Gas 
Pipeline Company Case, supra, that there was no 
constitutional requirement ‘that the owner who em- 
barks in a wasting-asset business of limited life 
shall receive at the end more than he has put into 
it.’ 315 US at p. 593. (Page 606.) 
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‘Moreover, this court recognized in Lindheimer 
v. Illinois Bell Teleph. Co. supra, the propriety of 
basing annual depreciation on cost. By such a pro- 
eedure the utility is made whole and the integrity 
of its investment maintained. No more is required. 
We cannot approve the contrary holding of United 
R. & Electric Co. v. West, 280 US 234, 253, 254, 74 
L, ed. 390, PUR 1930A 225, 50 S. Ct. 123. Since 
there are no constitutional requirements more exact- 
ing than the standards of the act, a rate order which 
conforms to the latter does not run afoul of the 
former.” (Page 606.) 


The Court could have meant but one thing in this last 
excerpt from its Opinion; that the ‘‘standards of the act” 
are recovery of cost and keeping the investor whole, rather 
than enriching him unjustly. ‘These are precise concepts 
which form a vital part of any rate-making process. 


‘The Position of West Virginia. 


«* © © Their contention is that the result achieved 
by the rate order ‘brings consequences which are 
unjust to West Virginia and its citizens’ and which 
‘unfairly depress the value of gas, gas lands, and 
gas leascholds, unduly restrict development of their 
natural resources, and arbitrarily transfer their 
properties to the residents of other states without 
just compensation therefor.’ * * * (Page 607.) 


“Tt is argued, moreover, that the owners of the 
reversionary interests should have the benefit of 
the ‘discovery value’ of the gas leaseholds, not the 
interstate consumers. Furthermore, West Virginia 
contends that the Commission, in fixing a rate for 
natural gas produced in that state, should consider 
the effect of the rate order on the economy of West 
Virginia. It is pointed out that gas is a wasting 
asset with a rapidly diminishing supply. As a re- 
sult West Virginia’s gas deposits are becoming in- 
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creasingly valuable. Nevertheless the rate fixed by 
the Commission reduces that value. And that re- 
duction, it is said, has severe repercussions on the 
economy of the state. (Page 608.) 


* * * * * 


“West Virginia insists that in neglecting this 
aspect of the problem the Commission failed to per- 
form the function which Congress entrusted to tt 
and that the case should be remanded to the Com- 
mission for a modification of its order. 


“We have considered these contentions at length 
in view of the earnestness with which they have 
been urged upon us. We have searched the legis- 
lative history of the Natural Gas Act for any indv- 
cation that Congress entrusted to the Commission 
the various considerations which West Virginia has 
advanced here. And our conclusion is that Congress 
did not.” (Page 609.) 


How more effectively could the Supreme Court have 

informed us that the Natural Gas Act, as it now reads, 

| does not permit the Commissign to manipulate the rates 

of a natural gas company for the purpose of preserving or 

i increasing the value of natural gas, gas lands, and gas 

: leaseholds, or to promote the development of natural re- 

| Sources, or to preserve wasting assets or promote the 
economy of the producing state? 


“The primary aim of this legislation was to pro- 
tect consumers against exploitation at the hands of 
natural gas companies. Due to the hiatus in regula- 
tion which resulted from the Kansas Gas Company 
case supra and related decisions, state Commissions 
found it difficult or impossible to discover what it 
cost interstate pipe-line companies to deliver gas 
within the consuming states; and thus they were 
thwarted in local regulation. H. Rep. No. 709, 
supra, p. 3. Moreover, the investigations of the 
Federal Trade Commission had disclosed that the 
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majority of the pipe-line mileage in the country 
used to transport natural gas, together with an in- 
creasing percentage of the natural gas supply for 
pipe-line transportation, had been acquired by a 
handful of holding companies. State Commissions, 
independent producers, and communities having or 
seeking the service were growing quite helpless 
‘against these combinations. These were the types 
of problems with which those participating in the 
hearings were pre-oceupied. Congress addressed 
itself to those specific evils. 

‘““The Federal Power Commission was given broad 
powers of regulation. The fixing of ‘just and rea- 
sonable’ rates (§4) with the powers attendant there- 
to was the heart of the new regulatory system.” 
(Pages 610-611.) 


We believe that the payment of a commodity value to 
a pipeline for its own produced gas may well be the in- 
cubation of ‘‘those specific evils” which the Natural Gas 
Act was designed to prevent or remove! This was our 
position in the original fair field price case. This must be 
our position in the instant case, especially since Panhan- 
dle now admittedly seeks a commodity value payment for 
an exploration and development program which it never 
carried out, with no more than a personal ‘‘assurance that 
it will be actually undertaken in the future” (Panhandle 
brief, page 31)! 


One might well ponder the sincerity of Panhandle’s posi- 
tion, especially since there is no provision under the Nat- 
ural Gas Act by which the Commission could compel Pan- 
handle, assuming that it is granted the commodity value 
it requests herein, to later follow through with its commit- 
ment. The Commission, in that event, could only institute 
a new, time-consuming proceeding against Panhandle for 
the reduction of an excessive rate. And many more years 
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| would probably elapse before that issue would be ultimately 
resolved! 


But let us return again for a final look at the Hope case: 


“We cannot find in the words of the act or in its 
history the slightest intimation or suggestion that 
the exploitation of consumers by private operators 
through the maintenance of high rates should be 
allowed to continue provided the producing states 
obtain indirect benefits from it. (Page 612.) 


‘“‘Thus Congress was quite aware of the interests 
of the producing states in their natural gas sup- 
plies. But it left the protection of those interests 
to measures other than the maintenance of high 
rates to private companies. If the Commission is 
to be compelled to let the stockholders or natural 
gas companies have a feast so that the producing 


states may receive crumbs from that table, the pres- 
ent act must be redesigned. Such a project raises 
questions of policy which go beyond our province. 
(Page 613.) * * * 


“The Committee Report stated that the act pro- 
vided ‘for regulation along recognized and more or 
less standardized lines’ and that there was ‘noth- 
mg novel in its provisions.’ H. Rep. No. 709, supra, 
p. 3. Yet if we are now to tell the Commission to 
fix the rates so as to discourage particular uses, 
we would indeed be injecting into a rate case a 
‘novel’ doctrine which has no express statutory 
sanction. The same would be true if we were to 
hold that the wasting-asset nature of the industry 
required the maintenance of the level of rates so 
that natural gas companies could make a greater 
profit on each unit of gas sold. Such theories of 
rate making for this industry may or may not be 
desirable, The difficulty is that §4(a) and §5(a) 
contain only the conventional standards of rate 
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making for natural gas companies. The act of 
February 7, 1942, by broadening §7 gave the Com- 
mission some additional authority to deal with the 
conservation aspects of the problem. But §4 (a) 
and §5 (a) were not changed. If the standard of 
‘just and reasonable’ is to sanction the maintenance 
of high rates by a natural gas company because 
they restrict the use of natural gas for certain pur- 
poses, the act must be further amended.” (Page 
616.) 


As we noted before, Panhandle herein referred to and 
quoted from the majority opinion in Opinion 269 in sup- 
port of its demand for commodity value (Panhandle brief, 
pages 3, 4, 5 and 6). In line with our thinking and posi- 
tion, we believe that high-lights of the well-reasoned Dis- 
senting Opinion of Commissioner Draper, then a senior 
member of the Commission, also is worthy of further con- 
sideration by this Honorable Court on this problem (G- 
1116, R. 26323-26351). 


The attention of the Court is directed to Senator 
Wheeler’s statement made subsequent to the Hope decision: 


“The Commission’s duties are prescribed by Act 
of Congress. * * * The Commission is given discre- 
tion within the ambit of its authority, but must ob- 
serve with strict fidelity the mandates of Congress 
set forth in its jurisdictional statutes, as inter- 
preted by the courts’’ (G-1116, R. 26324). 


Commissioner Draper, quotes Mr. Justice Reed, dissent- 
ing in the Hope case on the disallowance of certain specific 
items of cost: 


«c# ® ® yntil Congress changes the standards for 
the agencies, these rate making bodies should con- 
tinue the conventional theory of rate-making” (G- 
1116, R. 26331). 
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In this Dissent, Commissioner Draper also refers (G- 
: 1116, R. 26325) to the Commission’s report of January, 
| 1944, entitled “The First Five Years Under The Natural 
: Gas Act” wherein the Commission concluded that the 
: ‘fundamental principles * * * applicable to the regulation 
| of utilities having a substantial permanent physical plant” 
' not only could properly be applied ‘‘to an industry whose 
i property consisted in large part of natural-gas reserves 
which were being continuously drawn upon in its opera- 
| tion” but that “such principles of regulation” are “pe- 
| culiarly necessary in relation to such an industry for the 
| protection of consumers and investors, as well as for the 
promotion of the public interest.” 


For a continuous period of over 15 years, the Commis- 
| sion never once entertained the slightest doubt that Con- 
| gress required the use of the conventional principles of 


rate regulation (G-1116, R. 26326). 


From the commencement of the exercise of its rate 
regulation powers under the Act until the issuance of 
| Opinion 269, the Commission consistently employed only 
, the conventional fair return on a reasonable rate base ap- 
, proach in determining a natural gas company’s allowance 
: for its own gas production. The majority itself designated 
, this approach as “the method which the Commission has 
_ traditionally followed in treating pipeline-produced gas 
: for rate-making purposes” (G-1116, R. 26210) and conceded 
“That such has been the Commission’s practice is not dis- 
puted’’ (G-1116, R. 26216). 


The majority’s claim that it had never before considered 
, the question on the basis of a complete record (G-1116, 
R. 26216) is exploded by the one Commissioner who, by 
_ virtue of his tenure with the Commission, ought best to 
know: 
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“This question of the appropriate rate-making 
treatment of produced gas has been the subject 
of consideration and reconsideration by this Com- 
mission on several occasions during the past 15 
years. It was exhaustively considered in our nat- 
ural gas investigation in Docket No. G-580 and in 
the legislative proposals which ensued.* It was 
subject of consideration in rate cases such as, for 
example, Kentucky West Virginia Gas Company, 
etc. v. City of Pittsburgh (7 F.P.C. 112), where, 
contrary to the view of the majority, that considera- 
tion was neither perfunctory nor limited to a ques- 
tion of law” (G-1116, R. 26328, emphasis supplied). 


It is difficult to conceive of more compelling evidence of 
Congressional intent than the long sustained interpreta- 
tion thereof by the very persons selected, by virtue of their 
expertness in the field, to administer the directives of 
Congress in the Act. 


The Supreme Court of the United States, on several 
occasions, expressly upheld the Commission’s application 
of the original cost rate base method to a pipeline’s own 
gas production. (F.P.C. v. Hope Natural Gas Co., supra; 
Colorado Interstate Gas Co. v. F.P.C. (1945), 142 F. 2d 
943; 324 U.S. 581; Panhandle Eastern Pipe Line Co. v. 
F.P.C., 324 U.S. 635.) 


Surely Congress was not ignorant of the manner in 
which its Act to regulate sales of natural gas in interstate 
commerce was being construed and applied. Congress 
amended several provisions of the Natural Gas Act subse- 
quent to the above Supreme Court decisions (e.g., Act of 
July 25, 1947, ¢. 333, 61 Stat. 459, U.S.C.A, Title 15, 


14 Moore-Rizley Bill (H. R. 4051, 80th Congress) and Smith- 
Wimberly substitute. 
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§717£(h); Act of March 27, 1594, ¢. 115, 68 Stat. 36, U.S. 
C.A., Title 15, §717(c), Act of August 28, 1958, 72 Stat. 


941 at 947, US.C.A, Title 15, §717r.) But Congress has 
not seen fit to alter thus far the standards which it intended 
' should govern the Commission’s rate making procedure. 


In Phillips Petroleum Co. v. Wisconsim, et al., 347 U.S. 
672, 685, the Supreme Court stated: 


«* © © Protection of consumers against exploita- 
tion at the hands of natural-gas companies was the 
primary aim of the Natural Gas Act.* * * Attempts 
to weaken this protection by amendatory legislation 
exempting independent natural-gas producers from 
federal regulation have repeatedly failed, and we 
refuse to achieve the same result by a strained in- 
terpretation of the existing statutory language.” 
(Emphasis supplied.) 


It requires only the ability to read to perceive that Con- 


| gress did not specifically spell out any precise formula in 


the Natural Gas Act for the determination of “just and 


~ seasonable” rates. On the other hand, the legislative his- 


tory of the Act, its consistent construction and application 


' py the Commission and the courts (including the highest 


court of the land) and the refusal of Congress to modify 
the Act to authorize the use of a commodity value formula, 
all point to the obvious conclusion succinctly stated by 
former Commissioner Draper: 


«ce © * whatever formula we use must be within 
the limits of the conventional pattern so long recog- 
nized and approved by the courts.” (G-1116, R. 
26332.) 
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Ii. 


THE COMMISSION’S TREATMENT OF GASOLINE AND 
HYDROCARBON PROFITS AS A FACTOR IN PRODUCTION 
COSTS IS PROPER AND IN ACCORD WITH THE MANDATE 
OF THE CITY OF DETROIT CASE. 


The Commission properly credited to Panhandle’s cost 
of service all revenues derived from hydrocarbon extrac- 
tions as set forth by the Commission in its Opinion 269-A 
(G-2506, R. 8410). Panhandle operates three plants for the 
extraction of hydrocarbon products from the natural gas 
stream. The plants located at Sneed, Texas, and Liberal 
Kansas, extract gasoline and other liquid hydrocarbons. 
The third plant located at Tuscola, Illinois, is a petro- 
chemical plant. 


The Presiding Examiner found that the revenues de- 


rived from the extraction operations at Sneed, Texas, 
and Liberal, Kansas, were jurisdictional and should be 
eredited to Panhandle’s cost of service. In the matter of 
the Tuscola plant operations, the Presiding Examiner 
adopted a method used by the Examiner in Docket No. 
G-1116 and allocated transportation costs on a volumetric 
basis and gas supply costs determined on a basis of the 
reduction between Btu content at the time of purchase and 
at the time of sale (G-2506, R. 8410-8411). 


The Commission agreed with the Examiner in all of his 
findings. Panhandle now excepts to the Commission deter- 
mination that eredits all the profit from the Sneed and 
Liberal extraction operations to Panhandle’s cost of serv- 
ice, claiming that only that small proportion of the ex- 
traction business that improves the pipeline’s efficiency 
should be credited to the pipeline business (Panhandle 
brief, pages 62-64). Panhandle does not, however, now 
challenge the Commission’s allocation of gas and pipeline 
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costs between the extraction operations and jurisdictional 
gas sales at the Tuscola plant, although there was some 
disagreement during the hearing as to the method of such 
allocation (Panhandle brief, page 59). 


Panhandle argues in its brief (pages 58 through 67) that 
the Commission was not required by the decision in the 
City of Detroit case to credit to its pipeline cost of service 
that portion of the revenues from the extraction of hydro- 
carbon products which would not improve the efficiency 
of its pipeline system. It advances as a general proposi- 
tion that when jurisdictional] and non-jurisdictional opera- 
tions use the same facilities, the cost of operating those 
facilities should be “apportioned” between them (Pan- 
handle brief, page 58) and seeks to apply to that proposi- 
tion a corollary in the form of an allocation between those 
extraction operations that improve the efficiency of the 
‘pipeline which it says should be treated as jurisdictional, 
and those that do not, which it declares should be treated 
as non-jurisdictional. Panhandle points to the testimony of 
its expert, Mr. Miller, and his conclusion that only 2.11 
percent of hydrocarbon extractions at Sneed and 9.47 per- 
cent of hydrocarbon extractions at Liberal were jurisdic- 
tional (Panhandle brief, page 62). The revenues from 
these limited jurisdictional operations only, in the opinion 
iof Panhandle, should be credited to its cost of service; the 
non-jurisdictional portions of such revenue should inure 
to the benefit of stockholders who, says Panhandle, ‘‘would 
have been required to bear the loss if the price had been so 
low that revenues were less than the cost of carrying out 
the operation’’ (Panhandle brief, page 63). This reasoning, 
Panhandle contends, is entirely “consistent” with the City 
of Detroit decision (Panhandle brief, page 63). 


In further support of its position of distinguishing be- 
tween jurisdictional and non-jurisdictional extraction op- 
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erations, Panhandle cites several instances in which the 
Commission disregarded revenues from extraction plant 
operations which did not contribute to the efficiency of 
the pipeline. Panhandle also points out that in the instant 
case the Commission allocated gas and pipeline costs be- 
tween extraction operations and jurisdictional gas sales 
at the Tuscola plant (Panhandle brief, page 59). It should 
be noted, of course, that no claim was made by any party 
to these proceedings that the Tuscola extraction operations 
improved the ‘‘efficiency’’ of the pipeline or was an inci- 
dent to its operation, as Panhandle itself concedes (Pan- 
handle brief, page 59). 


In an effort to ascertain whether there was any sub- 
stance to Panhandle’s contention, we have read and re- 
read the City of Detroit decision and cannot find any basis 
for assertion that such fine hair-splitting distinction is 


required by the Court’s decision or can or should be made 
in the instant case. In fact, the Court seems to imply to the 
contrary, as noted from this language: 


“The Commission also found that though the ex- 
traction process was not necessary to Panhandle’s 
pipeline operations, it was desirable: 


«<¢# © © While we believe the evidence shows it 
to be a fact that Panhandle would be able to dis- 
continue the extraction of gasoline without incur- 
ring serious operating difficulties, nevertheless it 
is also true that the reduction in the liquid content 
of the gas through the extraction of the heavier 
hydrocarbons does improve the operating efficiency 
of Panhandle’s pipeline system.’ 


“These facts regarding the usefulness of the ex- 
traction process to the transmission operations, the 
joint use of facilities, and the joint incurring of ex- 
penses, coupled with the obvious fact that the ex- 
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traction process is incident to the over-all pipeline 
transmission and resale operations, clearly bring 
the extraction operations within the jurisdiction 
of the Commission.”* (Emphasis supplied.) 
' Throughout the administrative proceedings of this case, 
as well as the earlier case in Docket No. G-1116, Wayne 
County, Commission’s own staff and others have contended 
that Panhandle’s extraction of liquid hydrocarbon from 
the gas stream was a by-product of Panhandle’s pipeline 
operations and that such extraction was incidental to the 
transportation and sale of natural gas. Except for the 
one deviation made by the Commission in Opinion 269, this 
treatment of the gasoline plant revenues as a credit to 
natural gas operations had been followed in numerous 
cases, notable among which were In the Matter of Hope 
Natural Gas Company (1942), 3 F.P.C. 150, 178; City of 
Detroit v. PanKandle Eastern Pipe Line Company (1942), 
3 F.P.C. 273, 289; In the Matter of Cities Service Gas Com- 
pany (1943), 3 F.P.C. 459, 580; City of Columbus, Ohio, 
v. United Fuel Gas Company (1946), 5 F.P.C. 279, 290; In 
‘the Matter of United Fuel Gas Company, Docket Nos. 
iG-1781, G-2055, Opinion 258 issued August 7, 1953. 


We have found no authority for the proposition pro- 
ipounded by Panhandle in its brief (Panhandle brief, page 
'66) that the Commission must as a matter of law make an 
‘allocation of the so-called jurisdictional and non-jurisdic- 
‘tional extraction operations which use the same facilities. 
We believe that in accordance with the standards pre- 
'seribed by this Honorable Court in the City of Detroit case, 
ithe Commission did what it legally was required to do and 
that was to credit all of the revenues to the pipeline cost 
of service. 


13 City of Detroit v. Federal Power Commission, supra, 820. 


CONCLUSION 


For the reasons stated, the intervenor, County of Wayne, 
submits that this Honorable Court should affirm Opinions 
344 and 269-A concurrently issued by the Federal Power 
Commission on April 27, 1961, in accordance with the 
legislative intent as set forth in the applicable provisions 
of the Natural Gas Act. 


Respectfully submitted, 


SAMUEL H. OLSEN, 
Prosecuting Attorney, 
County of Wayne, Michigan, 

ALOYSIUS J. SUCHY, 


Assistant Prosecuting Attorney, 
Chief, Civil Division, 

F. CLIFTON LIND and 

DAVID R. KAPLAN, 
Assistant Prosecuting Attorneys, 
601 City County Building, 
Detroit 26, Michigan; 


J. PARKER CONNER, 
515 Southern Building, 
Washington, D.C. 


APPENDIX 


Material portions of the Natural Gas Act (52 Stat. 
821-833; Title 15 U.S.C. 717-717w): 


‘Section 1. (a) As disclosed in reports of the 
Federal Trade Commission made pursuant to 
Senate Resolution 83 (‘Seventieth Congress, first 
session) and other reports made pursuant to the 
authority of Congress, it is hereby declared that 
the business of transporting and selling natural gas 
for ultimate distribution to the public is affected 
with a public interest, and that Federal regulation 
in matters relating to the transportation of natural 
gas and the sale thereof in interstate and foreign 
commerce is necessary in the public interest. 


“(b) The provisions of this act shall apply to 


the transportation of natural gas in interstate com- 
merce, to the sale in interstate commerce of natural 
gas for resale for ultimate public consumption for 
domestic, commercial, industrial, or any other use, 
and to natural-gas companies engaged in such trans- 
portation or sale, but shall not apply to any other 
transportation or sale of natural gas or to the local 
distribution of natural gas or to the facilities used 
‘for'such distribution or to the production or gather- 
ing of natural gas.” 


“Sec. 4. (a) All rates and charges made, de- 
manded, or received by any natural-gas company 
for or in connection with the transportation or sale 
of natural gas subject to the jurisdiction of the 
Commission, and all rules and regulations affecting 
or pertaining to such rates or charges, shall be just 
and reasonable, and any such rate or charge that 
is not just and reasonable is hereby declared to be 
unlawful.” 
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“See, 5.. (a) Whenever the Commission, after 
a hearing had upon its own motion or upon com- 
plaint of any State, municipality, State commission, 
or gas distributing company, shall find that any 
rate, charge, or classification demanded, observed, 
charged, or collected by any natural-gas company 
in connection with any transportation or sale of 
natural gas, subject to the jurisdiction of the Com- 
mission, or that any rule, regulation, practice, or 
contract affecting such rate, charge, or classifica- 
tion is unjust, unreasonable, unduly discrimina- 
tory, or preferential, the Commission shall deter- 
mine the just and reasonable rate, charge, classi- 
fication, rule, regulation, practice, or contract to 
be thereafter observed and in force, and shall fix 
the same by order: Provided, however, That the 
Commission shall have no power to order any in- 
crease in any rate contained in the currently effec- 
tive schedule of such natural-gas company on file 
with the Commission, unless such increase is in ac- 
cordance with a new schedule filed by such natural 
gas company; but the Commission may order a 
decrease where existing rates are unjust, unduly 
discriminatory, preferential, otherwise unlawful or 
are not the lowest reasonable rates.” 


“Sec. 6. (a) The Commission may investigate 
and ascertain the actual legitimate cost of the prop- 
erty of every natural-gas company, the depreciation 
therein, and, when found necessary for rate-making 
purposes, other facts which bear on the determina- 
tion of such cost or depreciation and the fair value 
of such property. 


“(b) Every natural-gas company upon request 
shall file with the Commission an inventory of all or 
any part of its property and a statement of the 
original cost thereof, and shall keep the Commis- 
sion informed regarding the costs of all additions, 
betterments, extension, and new construction.” 
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REPLY BRIEF FOR PETITIONER 


I. 
Petitioner Has Established That It Should Have Been 
Granted An Additional Allowance For Sufficient Explora- 
. tion And Development To Maintain Its Ability To Deliver 
Gas, 


The respondent’s brief refuses to recognize what peti- 
tioner’s position really is, and, accordingly, is devoted in 
large part to meeting arguments which petitioner has 
mever made. In addition, many of the opposing arguments 
‘are based on grounds not relied upon in the Commission’s 
‘opinions and thus not available to support the Commis- 
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sion’s decisions. Securities and Exchange Commission v. 
Chenery Corp., 318 U.S. 80, 87 (1943), and other authori- 
ties discussed at pp. 20-21, infra. These misconceptions 
make it necessary to restate what this case is about. 


(1) It is proper to charge consumers during any period for 
the cost of maintaining the supply of deliverable gas at 
the same level. 


It is petitioner’s position that consumers during any 
period should pay the amount needed to maintain the sup- 
ply of deliverable gas at the same level, that when this 
has not been accomplished during a past period it is proper 
when fixing rates for that period to require those con- 
sumers to pay for the exploration and development needed 
to make up for the deficit incurred, that the amount needed 
is not provided under the orthodox cost rate base method 
followed by the Commission here, and that the Commis- 


sion has not, independently of its unduly restrictive inter- 
pretation of the Detroit case, rejected any of these proposi- 
tions. 


The opposing briefs do not meet these arguments. They 
ignore the fact that petitioner’s argument is limited to the 
amount of exploration and development which the custom- 
ers in any period should support, and characterize the 
argument as applying to all exploration and development 
costs without limitation (FPC Brief, p. 18). But they do 
not deny, at least not in so many words, that it is reason- 
able for customers, year by year, to pay for the mainte- 
nance of a supply of gas which will deliver the quantity 
which they are currently consuming. 


Their contention that the amount needed for capital 
should be provided by investors is reasonable as to addi- 
tional supplies which will increase productivity above that 
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level. We agree ‘‘that investors, not the rate payer, should 
initially provide needed capital’? (FPC Brief, p. 35," 
emphasis supplied), both for the original supply of capital 
and for expansion of capacity. But once the initial capital 
is provided, the investor should not be called upon again 
simply to maintain a company’s capacity and assets at the 
same level; this is properly a maintenance charge.? If new 
capital were to be sought for this purpose, the effect would 
be continually to dilute the assets of all prior investors, 
year after year. The business itself, out of its ordinary 
income, should obviously bear this cost.* And that is what 
petitioner is asking here. 


It is said that this means that the cost of service would 
include what is customarily regarded as ‘‘capital’’, which 
should be obtained from investors. But the amount needed 
for the maintenance of the existing supply of deliverable 
igas, which is all we are talking about (even though our 
opponents prefer to speak more broadly) should not prop- 
‘erly come from new capital. To the extent that the tradi- 
itional cost rate base method characterizes the sum needed 
‘for maintenance purposes as a capital item, it makes no 
leconomic sense, as our main brief demonstrates (pp. 33- 


37). 


| 2The preceding statement that petitioner is unwilling to recognize this 

fact manifests respondent’s unwillingness to recognize petitioner’s actual 

position. 
2 This seems to have been the view of the Examiner presiding over this 

part of the hearing. He stated (R. 4863): 

i “T have got in mind that there are two elements of cost for the 
drilling of wells; that is, the first of those, is the cost of drilling wells 
to continue the existing production volumes. Is it not true that that 
should properly come from the ratepayers as a part of the cost of 
maintaining the existing production? 

“THE WITNESS: Yes. I think when you engage in a specula- 
tive business such as exploring for and production of natural gas, the 
program has got to sustain itself after you have— 

“PRESIDING EXAMINER: That would only apply, however, to 
the maintenance of the existing volume.” 

3 This is as true for the gas production of a pipeline company as for 

‘other gas producers. It is irrelevant whether it is possible for the former, 

because of its other resources and good credit, to issue additional securi- 

ties for maintenance purposes. 
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It is asserted that recovery of the costs of the initial 
drilling out of depreciation and depletion over the produc- 
tive life of the property will provide the sum required for 
the maintenance of the supply of gas. Depreciation and 
depletion, however, will be entirely inadequate to provide 
the money as it is needed, year by year, when the cost 
of new exploration greatly exceeds the cost of that which 
is being replaced. Since much of petitioner’s production 
comes from low cost, shallow wells in the Panhandle Hugo- 
ton area drilled in the 1930’s, that is petitioner’s situation. 
As our main brief points out (p. 34), the cost of acreage 
has increased fifty-fold since then, and the drilling of deep 
wells now required is obviously much more expensive. 
Depletion and depreciation on petitioner ’s production prop- 
erties (computed in accordance with the Commission’s or- 
der) amounted to $328,774 (R. 8551, Col. 8) for the test 
year; only $54,875 of this, or 7/100 of one cent per Mef 
of gas produced, represented the depletion of producing 
leaseholds, the remainder relating to depreciation and 
amortization of the cost of drilling wells and tangible equip- 
ment. (Bx. 24, Sched. 6, p. 3, R. 5883). The cost of the 
additional program of exploration needed for the mainte- 
nance of deliverability was approximately $5,000,000 per 
year. (Pet. Main Brief, p. 11.). 


Respondent’s statement (Brief, p. 28) that the deple- 
tion allowance is compensation ‘‘for the consumption of its 
gas’’ disregards the fact that it merely returns the actual 
cost of the producing leaseholds—the $54,875 referred to 
above—without regard for the total amount of gas pro- 
duced therefrom or the value of the gas. See our main 
brief, p. 46. There is thus no ‘amortization of a figure 
representing the gas in place’? within the meaning of the 
El Paso case, 281 F. 2d, at 274, n.6. 


4 This is the manner in which the Commission construes the provision 
jn its Uniform System of Accounts quoted in Note 17 of the FPC brief, 
notwithstanding the use of the term “service value” in that definition. 
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i The inadequacy of the traditional concepts of deprecia- 
‘tion and depletion to meet the needs of this industry have 
‘been recognized by Congress, for tax purposes at least, in 
‘the allowance of annual deductions for intangible drilling 
cost and in the provision for statutory depletion. And we 
ithink it clear that when both the Detroit and El Paso 
leases indicated that the Commission could go beyond the 
‘orthodox utility cost rate base method ‘‘for the purpose 
‘of encouraging exploration and development, or the own- 
ership by pipeline companies of their own producing facili- 
ities”? ‘97 U.S. App. D.C. 267, 230 F. 2d, at 817), or to 
provide ‘‘a sufficient rate to compensate * * * for its de- 
‘pletion of gas,’’ or as ‘‘compensation for the consump- 
ition of gas’? (281 F.2d at 573-574), they were not speaking 
in terms of the traditional formula. Indeed, Detroit 
‘made it plain that for this purpose the Commission could 
grant a higher rate than that obtained under the traditional 
method.® 


There would have been no point to these statements if 
they had been referring only to the non-productive costs 
‘which are now already recoverable as expenses as they 
occur. The issue was and is whether more was necessary to 
encourage exploration and development. Thus it is plain 
‘that although the courts used the familiar words ‘‘explora- 
‘tion and development’’, they were not speaking, in terms 
‘of the traditional accounting concept or terminology, mere- 
‘ly of non-productive exploration and development. 
i Jt may be worth reiterating that, except in this case, the 
| Commission has also recognized the inadequacy of the cost 
irate base method in fixing rates for the production of gas. 


5 Although this Court said in City of Detroit that the conventional rate 
‘base method must be used as “a basis of comparison” or as a “point of 
| departure”, it held “that method not to be the only one available under 

the statute”, and that more can be allowed where the evidence and findings 
| “show that the increase in ratcs thus caused is no more than is reasonably 
necessary for the purposes advanced for any increase”. 97 U.S. App. D.C., 
at 267-268, 230 F. 2d, at 817-818. 
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See cases cited at pp. 37-38 of our main brief, and especial- 
ly the Phillips case, affirmed sub nom. Wisconsin v. Federal 
Power Commission, decided by this Court November 30, 
1961.° See also Socony Mobil Oil Co., FPC Docket No. 
G-13780, decided February 9, 1962. 


(2) The ‘‘adjustments’”’ made by the Commission do not 
provide the funds needed to maintain petitioner’s sup- 
ply of deliverable gas. 


It is argued (FPC Brief, pp. 14-15) that because the 
Commission adjusted the allowance for ‘‘exploration and 
development’’ expenses in the closed period up from the 
test year level to the average of what was actually spent 
during the period, this indicates that it would grant a 
similar allowance as to these items in the future, and that 
therefore petitioner ‘‘had every reason to assume that the 
costs of reasonable and necessary exploration and develop- 
ment will be allowed in the cost of service ** *’’. But 
this misses the point. This ‘‘exploration and develop- 
ment’? allowance covers only non-productive activity. The 
increase in this expense for the 1955-1958 period amounted 
to $344,000 per year (from $707,000 (R. 8405, 7791) to 
$1,051,000 (R. 8551)). The Commission’s ‘‘adjustment”’, 
however, allowed nothing for the larger part of petition- 
er’s actual expenditures for exploration and development 
during this period. The expenditures for productive wells 
and leases amounted to more than $7,100,000.” Neither this 
item nor any return nor depletion allowance thereon was 
allowed or reflected in the Commission’s rates, which so 
far as these items were concerned were confined to the 
1954 test year. Moreover, the Commission failed to cover 


6See Note, FPC Regulation of Independent Producers of Natural Gas, 
75 Harv. L. Rev., 549, 551-557 (1962). 

7 Petitioner’s net investment in productive properties increased from 
$10,496,211 in the test year (R. 7790) to $17,643,032 by August 31, 1958 
(R. 6364). Actual productive expenditures during this period were greater 
than this increase in the net investment, since net investment reflects de- 
ductions recorded in the company’s books for depreciation and depletion 
during the 44 months. 
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i the actual cost of the exploration and development needed 

‘to maintain deliverability. Petitioner’s evidence was that 

| the cost of the additional program needed for this purpose 

' would have been approximately $5,000,000 per year. Pet. 
Main Brief, p. 11. 


The argument (FPC Brief, pp. 29-35) that the rate of 
i return granted by the Commission provided petitioner with 
: sufficient incentive, also misses the point. The return al- 
lowed on the test year production properties was 6%, as 
contrasted with 534% on the remainder. The difference, 
' translated into dollars, is $29,770 per year; the total re- 
: turn of 6% on production properties amounts to $714,482 
' (R. 8551, 8558). These amounts are obviously insufficient 
: for the exploration and development program needed. 


It is said that the rate of return will amount to 12% 
on the portion of petitioner’s equity in production proper- 
ties and that this is sufficient ‘‘incentive’’ to attract capi- 

' tal. But here again, respondent ignores what the money 
is to be used for. As has been pointed out, it is appropriate 

i that “‘investors * * * should initially provide needed capi- 
tal’? (see p. 3, supra). But this case is eoncerned not 
with the initial capital, but with the maintenance of that 
capital, or, more accurately, of the resources in which it 

' was invested. Such maintenance must be provided out of 
income from rates charged to the customers, not through 
the repeated injection of new capital. 


' (3) The Commission has conceded that it did not allow the 
amount needed. 


Respondent’s argument that the Commission’s adjust- 
ment of non-productive expenses and its slight increase 
in the rate of return meets petitioner’s needs is inconsistent 
with the Commission’s finding that ‘‘the increased amount, 

: it ig indicated, will be nowhere near what appears to be 
' required to encourage a vigorous and continuing program 
of exploration and development * * ’’ (R. 8406). The 
opinion had previously indicated that its analysis was 


8 


based on the assumption that the program proposed by 
petitioner ‘“‘was needed’’ (R. 8404). The Commission al- 
lowed nothing for this purpose above the adjustments re- 
ferred to, which were concededly inadequate. 


Respondent’s brief tries to construe the Commission’s 
statement as merely a recognition of testimony by peti- 
tioner’s witnesses that it ‘“‘would not commit itself to any 
portion of the future exploration and development program 
alleged to be necessary’’ unless it got the full 10.45 cents 
requested (FPC Brief, pp. 12-13). The Commission’s 
statement on its face and in context cannot reasonably be 
so construed. It appears at the close of a discussion of 
several pages in the opinion in which the company’s alleged 
attitude is nowhere mentioned, and in which the Com- 
mission several times assumes or refers to the need for 
additional gas (R. 8404-6). -And it is not tied in any way 
to the particular amount sought by petitioner for a par- 
ticular program, but relates to the amount ‘required to 
encourage a vigorous and continuing program.”’ 


The sentence on its face means that the 4.7 cents allowed 
will be insufficient to encourage an adequate program, not 
that petitioner would be unwilling to increase its explora- 
tion if given less than the full amount requested. 


Furthermore, the record shows that petitioner’s position 
was entirely reasonable in this respect. After stating that 
if the company was allowed the 5.75 cents additional re- 
quested for exploration and development, it would spend 
the money for the purpose indicated,’ Mr. Fournier, pe- 
titioner’s Vice President, was asked specifically what the 
company would do if it were granted a lesser amount as 


8 Mr. Fournier testified (R. 5047): 

“I don’t wish to duck your question; I wish to say if we get the 
dollars, we will spend them for the purpose we have indicated we 
would”. 

This testimony is inconsistent with the statement in respondent’s brief 
(pp. 8-9) that there is no assurance that petitioner would use the amount 
allowed for the purpose requested. 
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: commodity value. His reply was that the company would 
then ‘‘have to take a look at the figures and see how they 
: are made up and see if it is a method that we can operate un- 
der in the future’’ (R. 5058). This is hardly an ‘‘arbitrary 
' insistence on commodity value’’ (FPC Brief, p. 8). More- 
i over, this would seem to be a matter of company position, 
not of evidence. If the testimony leaves the matter in any 
. doubt, the company now states that of course any additional 
amount specifically allowed by the Commission for ex- 
: ploration and development in the broad sense would be 
spent for that purpose. 


Thus the position of the company would not and does 
not justify the Commission’s failure to allow as much as 
, the Commission deemed actually to be needed for an ade- 
quate exploration and development program. And the 
Commission’s refusal to grant a higher allowance does not 
| rest on any such ground, but solely on the narrow ground 
that no more could be awarded than was actually spent 
: during a period which had already terminated. 


(4) Petitioner’s program to make up for lost deliverability 
was not conjectural. 


Respondent’s brief characterizes petitioner’s proposed 
program as ‘‘conjectural’’, by which it means that peti- 
i tioner could arbitrarily devise an imaginary program after 
: the period involved was over. (FPC Brief, p. 16). This 
completely disregards the facts, as well as the whole pur- 
pose of the program. The program was carefully designed 
: to meet a specific need—maintenance of petitioner’s ability 
: to deliver the gas to its customers. Petitioner is entitled 
i to charge to the years in question the amount needed to 


®9He had previously testified that the company could not commit it- 
self to the program proposed unless it had some assurance that it would 
get the 10.45 cents needed (R. 4788). He also had testified that to main- 
tain a continuing program, petitioner would have to know the basis for 
the Commission’s decision to make sure that it could be relied on to con- 
tinue, and that he could not visualize the result being achieved under the 
traditional formula (R. 5045-8). 
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make up for the deliverability consumed during that period. 
Petitioner has established what that amount is, and 
that it will, in the future, if granted a sufficient allowance, 
embark upon a much larger program which will include the 
deferred maintenance charge for the past period. There 
is nothing ‘‘conjectura ”? or imaginary about this, even 
though the program is based upon estimates, as is, of 
course, unavoidable in dealing with such problems. The 
Commission did not challenge the accuracy of the esti- 
mates and no countervailing evidence was presented. 


The Commission’s opinions (R. 8404, 8471) described 
petitioner’s program as ‘hypothetical’, but in context 
this clearly meant only that it was not carried out during 
the years in question, a point we have dealt with elsewhere 
(Main Brief, pp. 28-32). The fact that maintenance is 
deferred does not make it either conjectural or hypothetical. 


(5) Petitioner’s program does not involve duplication of 


costs. 


Respondent’s brief (p. 17) attacks our deferred main- 
tenance argument, not on the ground that it is wrong in 
theory, but because it assertedly involves charging the 
customers for what has already been included in the 4.7 
cents rate fixed by the Commission. This argument over- 
looks the fact that the 4.7 cents rate was (except for ad- 
justments irrelevant in this connection) based upon costs 
for the test year ending October 31, 1954, not the 1955- 
1958 period in which the items said to be duplicated 
occurred. 


Respondent claims that both the short term purchases 
and the overproduction involved duplication of costs. The 
record shows that during the test period there were no 
short term purchases from pipelines (Ex. 9, Sched. 12.1, 
R. 5681-83). Thus no part of the Commission’s allowance 
of 4.7 cents for the test period was attributable to such 
purchases. 
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Similarly, petitioner’s program, which was designed to 
make up for the loss of deliverability during the 44 months 
in 1955 through 1958, not in the test year, reflects the actual 
cost of replacing the overproduction during the period 
for which costs were being paid. This was not included in 
the cost of service allowed by the Commission for the test 
year. Moreover, there is no evidence suggesting that the 
overproduction, which is accomplished merely by letting 
the wells run somewhat longer, would have substantially 
increased petitioner’s costs. Those costs which increase 
proportionately with the volume of gas produced, 1.e., 
royalties, State severance taxes, and depletion when taken 
on a unit basis, are largely offset by the larger tax de- 
duction for percentage depletion and the resulting lower 
income taxes.’ 


(6) The consumer benefits from petitioner’s proposed pro- 
gram are not remote or speculative. 


Respondent’s brief argues that the benefits to consumers 
by way of lower prices for company-produced than pur- 
chased gas are outweighed by the higher prices consumers 
would pay during the closed period (FPC Brief, pp. 18- 
21). It is said that the price increase requested would 
apply to all of petitioner’s produced gas, while the saving 
would apply only to the additional gas produced (instead of 
purchased) under the proposed maintenance-of-deliver- 
ability program, and that the latter would only be a small 
proportion of the former during the first years of the pro- 
gram. 

Petitioner’s position rests on the Commission finding in 
Opinion No. 269, which this Court accepted in the Detroit 
case and which the Commission has never disavowed, that 
it is advantageous to the public that pipelines produce a 


10 The tax savings amounts to 52% of the depletion allowance of 2714% 
of gross income from production, or 14.3%. 
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substantial portion of their own gas. This means, at the 
very least, that the pipelines should maintain their existing 
ability to deliver such gas to customers, so that the trend 
in the direction of less and less pipeline production will 
be halted. Since the deliverability from the reserves 
presently owned is gradually decreasing, the pipelines 
must, to keep even, each year spend enough to increase 
the deliverability from new production; if this is not done, 
there will ultimately be no company-produced gas. 


As a replacement program is carried out, existing sup- 
plies will dwindle and the proportion of new gas resulting 
from the program will increase toward an eventual 100% 
of the gas produced by the company. Thus the savings to 
consumers from the use of company-produced, instead of 
purchased gas, will apply to a larger and larger portion 
of the company’s supply. 


If the public policy in favor of keeping up the supply of 
pipeline produced gas is to be effectuated, such a program 
must be begun some time. The later it is instituted, the 
later the public benefits will be attained. The interest of 
the consuming public is thus not to be measured merely by 
whether customers will pay more or less during the first 
years of such a program. For even though they will be 
paying more at the beginning, the public will completely 
lose the benefits of lower costs from pipeline production if 
such a program is never begun. 


Furthermore, respondent’s implication that these benefits 
to consumers would not occur until the remote future is 
unfounded. The record indicates that the program as 
proposed, if continued, within about nine years of its com- 
mencement would have been producing more than half of 


11 See No. 16584, R. 26236-7; Note, supra, 75 Harv. L. Rev. at 550, n. 12. 
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: petitioner’s own produced gas.” From this point on, there 
would be a net gain in dollars for the consumers each year.* 

: Since the period involved began in 1955, and since the sum 
sought here for the exploration and development needed 
to make up for the deliverability lost during preceding 

: years would be spent as soon as possible after its receipt, 
it is clear that the advantages from the program would not 
be long deferred.** 


(7) The fact that petitioner makes some non-jurisdictional 
sales is irrelevant. 


The brief for the Michigan Public Service Commission 
| argues (pp. 9-11) that petitioner made sales to non-juris- 


12 Petitioner’s actual production during the closed period of 3-2/3 years 

was 368 million Mcf, of which 46 million Mcf was overproduced, leaving a 

| balance of 322 million Mcf as the amount which the reserves were 

capable of delivering at legal and normal rates of production (Ex. 98, R. 

| 6301). This is at the rate of approximately 88 million Mcf per year. The 

| proposed program would have produced approximately 20 million Mef in 

| the fourth year, and would increase at the rate of about five million Mcf 
per year (Ex 102, R. 6312). 

13 If consumers were charged with the cost of petitioner’s program, as 
petitioner urges, they would be paying 5.75 cents more per Mef (10.45 
cents minus 4.7 cents). But if petitioner were required to purchase gas, 
it would be paying approximately six cents more than the average price. 
See our main brief, p. 39. The 4.15 cents per Mcf differential (between 
10.45 cents and 14.6 cents) heretofore assumed to be representative of 
the saving if the purchase of gas can be avoided now proves to be unduly 

| conservative. The Commission has recently certificated the sale of large 
volumes of gas to petitioner at an initial price of 1814 cents. Panhandle 
Eastern Pipe Line Co., Docket No. CP-60-103, decided January 15, 1962. 
Thus when about half of the gas delivered comes from the new supply, 
the consumers would begin to receive a direct financial benefit, which 
would increase continually from then on. 

14The figures used by respondent in making its calculation (FPC 
Brief, pp. 20-21) are also inaccurate in several respects, always in a direc- 
tion which prolongs the time before which consumers would benefit 
directly. The 368 million Mcf produced during the closed period includes 

' the overproduction of 46 million which the exploration program would 
make unnecessary. Respondents use of the 368 million figure in its 
| formula assumes that the overproduction will continue indefinitely in the 
| future, which would be both impossible and illegal. Furthermore, as is 
' shown in the preceding note, the 4.15 cents difference between the 
| average field price and the average cost of purchased gas considerably 
| understates the true situation. These errors invalidate respondent’s asser- 
| tion that the net loss to rate payers during the 1955-1958 period would 
have been $19,000,000. More significant than the precise figures, however, 
is the unreasonableness of relying primarily on the effect upon consumers 
during the first years of the proposed program. 


14 


dictional customers of 179 million Mef during the 1955- 
1958 closed period, that ‘‘the proposed exploration program 
would no more than offset non-jurisdictional sales to Pan- 
handle’s industrial customers’? (p. 12), and that ‘‘no other 
conclusion is possible except that sales to non-jurisdic- 
tional customers would, in reality, be supported through 
rates paid by jurisdictional customers reflecting the cost 
of an exploration program”’ (p. 10). 


The simple answer is that both jurisdictional and non- 
jurisdictional customers will, in fair proportion, bear the 
cost of whatever program is undertaken. The Commission 
follows the consistent practice of allocating costs between 
jurisdictional and non-jurisdictional sales, as it did in this 
very case, and as it is required to do by law. See the 
Panhandle and Mississippi River Fuel cases cited in our 
Main Brief, pp. 58-59. The program proposed would 
maintain deliverability for all petitioner’s customers, 
jurisdictional and non-jurisdictional alike. It is to be noted 
that neither the FPC opinion nor brief makes any such 
contention. 


(8) The Michigan Commission’s charges as to petitioner’s 
disposing of its reserves are inaccurate and irrelevant. 


The Michigan Commission also asserts (p. 10) that, by 
transferring acreage to a subsidiary in 1959, petitioner 
is seeking to have jurisdictional customers replace gas re- 
serves which it has spun off in the amount of 114 billion 
Mef (114 trillion cf). The record shows that petitioner 


18 On this point the Commission approved (R. 8417) the finding of the 
Examiner (R. 7780) that 

“The same facilities are used to serve both jurisdictional and non- 

and as pointed out by the Commission in 

ecessary to determine the portion of the total 

holesale customers 


whose rates are subject to the j 


15 


‘did establish a production subsidiary in 1959,’* but that 

: only 2% of its reserves, or 70 million Mef, which is some- 
what less than 11, billion Mef, were transferred to it (R. 
4895) .17 


Furthermore, the Commission itself has noted in Opinion 
No. 269 that its adherence to the cost rate base method 
has contributed to the unwillingness of the pipelines to 

i continue to produce gas for themselves. (No. 16584, R. 
| 26236-7, quoted at pp. 5-6 of our main brief).* So 
long as that formula continues to be applied to the rates 
of pipeline companies, their economic self-interest will 

! impel them to endeavor to decrease the amount of their 
own gas which they carry themselves. 


(9) The additional program was needed to maintain 
deliverability. 


The Michigan Public Service Commission brief (p. 9) 
points to the fact that petitioner’s reserves remained about 
the same from 1955 through 1958, and asserts that this 

i establishes that petitioner’s ability to deliver remained un- 
changed. This is contrary to the only testimony on the 
point (R. 4216-17, quoted in our main brief, p. 10), and 
is not supported by the exhibits cited (W, X, Y and Z, 


16 The establishment of production subsidiaries has been common pipeline 
practice in recent years. Subsidiaries have been formed by all the other 
interstate pipelines which produce gas from the Panhandle-Hugoton area. 
(R. 4176-7). Northern Natural Gas Producing Co., 12 F.P.C. 66 (1953); 
Cities Service Gas Producing Co. v. Federal Power Commission, 233 F. 2d 
726 (C.A. 10, 1956); Colorado Interstate Gas Company, New York Times, 
January 26, 1954, p. 32, col. 3. 

17 The higher figure cited in the Michigan brief came from an unanswered 
question (R. 4404-5) about a different transfer to the Hugoton Production 
Company in 1948. This was the transaction upheld by the Supreme Court in 
Federal Power Commission v. Panhandle Eastern Pipe Line Co., 337 U.S. 
498 (1949). 

18“Jn 1947 the pipelines originating in the Southwest, the source of 80% 
of the nation’s gas, produced 38% of their interstate sales, but in 1952 the 
15 major interstate pipelines produced only 18.5% of their interstate sales. 
HLR. Rep. No. 992, 84th Cong., Ist Sess. 10 (1955).” Note, supra, 75 Harv. 
L. Rev. at 550 (1962). 
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R. 6749-52), which are tables showing the amount of the 
reserves, but containing no information as to deliver- 


ability. 


It is to be noted that the Commission, while finding that 
petitioner’s reserves ‘‘remained approximately the same”’ 
(R. 8472), did not find that this would keep deliverability 
at the same level. Since the Commission did not base its 
decision on any such finding, the Michigan Commission can- 
not rely on the point to support the decision. See pp. 20-21, 
infra. In any event, it is easy to show that keeping the 
reserve unchanged, does not, in petitioner’s circumstances, 
maintain deliverability at the same level. 


Petitioner was utilizing approximately 1/30th of its re- 
serves of three billion Mef. each year. The bulk of peti- 
tioner’s owned production comes from wells drilled many 
years ago. As these wells become still older and the 
decline in deliverability accelerates, it cannot be offset 
simply by a volume of new reserves in exactly the same 
amount as the gas produced. (R. 4217.) For new wells with 
a capacity of 1/30th of petitioner’s reserves could not long 
be able, legally or actually, to produce at a rate which 
would make up for the accelerated decrease in deliverability 
of a large part of 29/30ths of petitioner’s production. 


The Michigan Commission points to the fact that the ex- 
hibits relied upon show that, out of the three billion Mef 
of petitioner’s proved gas reserves, the portion of those 
reserves in service (1.e., drilled reserves) increased from 
2,158,000,000 in January, 1955 to 2,839,000,000 on Decem- 
ber 31, 1958, leaving only a small proportion of the total 
proved reserves undrilled. This demonstrates that peti- 
tioner’s needs for additional proved reserves were becom- 
ing more urgent, and that exploration and development 
outside of the proved areas had become essential. Thus 
these figures establish that petitioner was using up its cush- 
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‘jon of relatively risk-free development, and would have to 
‘ undertake further exploration and development to maintain 
its supply of deliverable gas. 


(10) The argument that petitioner’s ownership of gas re- 
serves is not in the public interest was not accepted by 
the Commission, and was not a basis for its decision. 


Wayne County argues (Br. pp. 20-26) that petitioner’s 
evidence in No. 2506 did not establish that its ownership 
| of its own reserves and production is in the public interest, 
‘In Opinion No. 269, the Commission found that ‘‘the in- 
| terest of the public definitely lies in the direction of natural- 
‘gas production by pipeline systems themselves”’ (No. 
16584, R. 26234). See our main brief, pp. 46. In the 
City of Detroit case, this Court accepted that conclusion. 
In No. 16584, the record is still the same as when the point 
' was first before this Court in the Detroit case. In No. 
16583 (Commission No. 2506) evidence was introduced on 
the point. The Commission’s opinion (No. 344) does not 
mention the subject. It assumes that the encouragement 
i of ownership of productive facilities by petitioner was 
a desirable goal, as established in Opinion No. 269 and 
! approved in Detroit, but holds that petitioner has not es- 
tablished the amount needed for that purpose. Thus Wayne 
County’s argument that the evidence required the Commis- 
sion (and now the Court) to find that petitioner’s owner- 
| ship of reserves was not in the public interest was not a 
ground of the Commission’s decision, and instead was in- 
consistent with the premise upon which that decision was 
based. 


“The grounds upon which an administrative order must 
' be judged are those upon which the record discloses that 
its action was based.’’? Securities and Exchange Commis- 
sion v. Chenery Corp., 318 U.S. 80, 87 (1943); and cases 
cited at pp. 20-21, infra. 
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I. 


The Arguments In The FPC Brief In Support Of The Com- 
mission’s Holding That All Extraction Plant Profits At 
Sneed And Liberal Should Be Credited To The Pipeline 
Account Cannot Be Considered Since They Were Not The 
Basis For The Commission’s Decision And, In Any Event, 
Are Without Merit. 


The posture of the case with respect to the necessity of 
crediting all of the revenues from the gasoline extraction 
plants may be summarized as follows: 


(1) In Opinion No. 269 the Commission did ‘‘not rest 
our decision to treat the gasoline operations of Panhandle 
as a separate business or department upon the question of 
jurisdiction’’, but elected to treat all their revenues as 
non-jurisdictional in order that the price of natural gas 
‘should not rest in part upon the fluctuating and un- 
regulated prices’’ of the extracted hydrocarbons.” 


(2) This Court in the City of Detroit case held that 
the usefulness of the extraction process to the transmission 
operation, inter alia, ‘‘brings the extraction operations 
within the jurisdiction of the Commission’’, and that the 
reason given by the Commission for not crediting the reve- 
nue was an ‘‘unacceptable’’ one. 97 U.S. App. D.C. at 
270-271, 230 F.2d at §20-821. The clear implication was 
that the Court did not disagree with the Commission’s 
position that the presence of jurisdiction was not disposi- 
tive of the issue, and that, even if the extraction were 
‘<jurisdictional”’, the Commission could treat it as sep- 
arate if the Commission gave an ‘‘acceptable’’ reason. In 
neither the Detroit case nor any of the prior decisions was 
the Court or Commission called upon to consider the point 


19 No. 16584, R. 26241-2, quoted in part in this Court’s City of Detroit 
opinion at 97 U.S. App. D.C. at 270, 230 F. 2d at 820. 
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| raised here, based upon a factual showing that most of the 
: extraction was of no benefit at all to the pipeline operation. 


In this connection it should be pointed out that even 
: when an operation is clearly jurisdictional, as is the trans- 
. mission line itself, the costs of the operation are allocated 
“when they support sales which are both regulated and un- 
‘ regulated. See cases cited at pp. 58-59 of our main brief. 
| In such circumstances the Commission in fixing rates al- 
: locates the joint costs in fair proportion to the jurisdic- 
tional and non-jurisdictional activities. There is no rea- 
son why the extraction operation should not be so treated. 
: That portion of its sales of hydrocarbons which is useful 
to the efficiency of the pipeline is no more ‘‘jurisdictional’’ 
i than the sales for resale over which the Commission’s 
jurisdiction is clear. The proceeds from the remainder of 
its sales of hydrocarbons are no more closely connected 
to regulated transactions than are the unregulated sales 
of gas to direct customers, the profits from which are not 
credited to the pipeline account. 


(3) In its subsequent opinion in No. 2506, the Commis- 
sion held that this Court had laid down a ‘‘rule’’, 


sc* * * that where the extraction of hydrocarbons 
improves the efficiency of and is incidental to the op- 
eration of Panhandle’s transmission system, the reve- 
nues derived from such extractions should be credited 
to its cost of service.’’ (R. 8410.) 


For this reason—and no other was given—the Commission 
held that all the extraction revenues must be credited, and 
rejected petitioner’s argument that it should credit to the 
pipeline operation only that portion of the revenues rep- 
resenting the proportion of the extraction which did con- 

: tribute to the efficiency of the transmission operation. In 
Point II of our main brief (pp. 58-68) we have argued 
that the Detroit decision did not bind the Commission to 

: decide in the way it did here a point not before the Court 
in that case. 
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(4) The FPC brief here (p. 38) concedes that, after 
Detroit the Commission still has ‘‘discretion to allocate 
costs among a company’s pipeline and extraction opera- 
tions’’, ‘‘upon a proper showing’’, but says that ‘‘the 
Commission is not compelled to make such an allocation’’. 
The brief then argues that ‘‘Panhandle’s evidence did not, 
in the Commission’s view provide such compelling rea- 
sons’’. It endeavors to support this position by unsound ar- 
guments, never presented to or mentioned by the Com- 
mission, as to factual matters not covered by the evidence 
which, it is asserted, might, if they had been, show that a 
larger percentage—or indeed all—of the extraction plant 
contributed to the efficiency of the operation of the pipe- 
line system. (pp. 40-43). 


The short answer to this argument is that none of the 
factors mentioned was relied upon by the Commission in 
coming to its decision, and that there is no indication that 
any of them would have been deemed relevant. The Com- 
mission did not exercise any discretion on such matters 
in reaching its decision. The Commission’s reasoning in 
its entirety appears in the two sentences quoted in the 
note below,?° to which reference has already been made, 
and which rely entirely upon the Commission’s interpre- 
tation of the Detroit decision as mandatory. 


The law is clear that ‘‘the grounds upon which an ad- 
ministrative order must be judged are those upon which 
the record discloses that its action was based’’. Securities 
and Exchange Commission v. Chenery Corp., 318 U.S. 80, 
87 (1943) ; Chae-Sik Lee v. Kennedy, 


20 “We agree with the presiding examiner that the evidence presented 
by Panhandle is not sufficient to overcome the court’s holding that where 
the extraction of hydrocarbons improves the efficiency of and is incidental 
to the operation of Panhandle’s transmission system, the revenues derived 
from such extractions should be credited to its cost of service. Pan- 
handle’s additional evidence confirms our earlier finding that the extrac- 
tion operations do improve the efficiency of the pipeline and therefore 
clearly come within the rule laid down by the court.” (R. 8410.) 
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, 294 F. 2d 231, 234 (1961); Local 833, UAW-AFL- 
. CIO v. National Labor Relations Board and Kohler Com- 
pany, U.S. App. D.C., Jan. 26, 1962, Slip Op. p. 12; Na- 
tional Labor Relations Board v. Lundy Mfg. Co., 286 F. 
2d 424 (C.A. 2, 1960). Only where, as in the Chae-Sik Lee 
: case, there is no room for administrative discretion, and 
| the same decision is required as a matter of law, is this 
principle inapplicable. But the Commission’s brief does 
| not invoke this qualification to the rule; on the contrary 
it states, as has been pointed out, that the matter does 
lie within the Commission’s discretion.” 


In each of the cases cited, as here, counsel for the agency 
sought to support the agency decision on different grounds 
from those appearing in the agency’s opinion. The cases 
cited show that that cannot be done. 


The briefs for Wayne County and the Michigan Public 
Service Commission argue simply that the Detroit case 
| required the Commission to reject petitioner’s present con- 
| tention, which they correctly treat as the basis for the 
Commission’s decision. That this is a misreading of Detroit 
has been demonstrated in our main brief. 


In any event, the arguments advanced in the FPC brief 
have no substance. Each is based on the theory that 
petitioner’s evidence was inadequate because it did not 

| disprove the existence or effect of possibilities which 
neither petitioner’s opponents nor the Commission have 
‘ heretofore suggested to be either true or relevant. 


(a) The FPC brief (pp. 40-41) argues that in the cold 
| weather months the extraction required is greater than 


21 It is petitioner’s position that, on the facts here presented, it was im- 

proper as a matter of law to credit to the pipeline more than the pro- 

| portion of the profits representing the percentage of the extraction which 

contributed to pipeline efficiency. See p. 19, supra. Reversal is required, 

| however, either on this theory or if the Commission had discretion which 
it failed to exercise. 
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the annual average, and that, apparently, this means that 
the profits (or at least a portion of them attributable to 
fixed costs) should be allocated in accordance with the 
proportion of the extraction useful to the pipeline on the 
peak winter day. This would support a different allocation, 
not preclude any allocation. Moreover, in the division 
of its extraction operations between those required and 
those not required, petitioner credited all revenues from 
the required extraction to the cost of service, including 
those revenues received for the peak day of extraction. 
The assignment of costs measured by peak day levels, as 
is now suggested, would only result in assignment to the 
pipeline cost of service of a greater amount of costs (and 
therefore less profits) than is here proposed by petitioner. 


The FPC brief surmises without support in the record, 
and completely inaccurately, that the plant and personnel 
needed to remove hydrocarbons for pipeline efficiency on 


the peak day might be as large as in the present plant, 
and suggests that if this were true, the pipeline phase 
of the business would be ‘‘ responsible for all fixed costs’’. 
(Emphasis supplied.) But even this would not support the 
Commission’s decision, which credited all the revenues and 
profits to the pipeline. The most substantial costs, such 
as the raw material, the proportion of prior transmission 
costs, and the Phillips fee (R. 6260, 6264), are not fixed but 
vary with the quantity of gas extracted. 


It may also be noted that Phillips Petroleum Co., not 
petitioner, owns the extraction plant at Sneed, where it 
extracts hydrocarbons from the gas of other producers 
and itself, as well as from petitioner’s gas. Phillips pays 
petitioner 58% of the value of the gasoline extracted from 
petitioner’s gas, but petitioner pays none of the principal 
costs of plant operation, fixed or otherwise, except through 
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the 42% allowance to Phillips.” (R. 2986). The theory of the 
FPC brief thus does not fit the Sneed operation, which 
: supplies more than half of the petitioner’s profits which the 
Commission has required to be credited to the pipeline 
(Ex. 85, R. 6260, 6264).?* 


(b) The FPC brief (pp. 42-43) also argues that because 
the extraction of the heavier hydrocarbons may slightly** 
reduce the heat value of the gas, consideration should be 
given to charging to the excess extraction operation the 
| cost of the additional pipeline capacity which might be 
needed to make up for such a reduction. But in the alloca- 
tion of joint costs between the Tuscola plant and the pipe- 
: line, the Commission rejected the similar contention of its 
staff, based on the same theory that transmission costs 
vary with Btu content, that the costs of transmission of 
the gas to Tuscola should be allocated on a Btu or heat 
value basis rather than according to volume (R. 8410-11). 
The FPC brief thus is urging that petitioner’s evidence is 
inadequate because it does not satisfy a theory which the 
: staff could not persuade the Commission to adopt—and 
: which even the staff did not seek to apply to the extraction 
' at Sneed and Liberal. Furthermore, this theory would not 


22 Of petitioner’s total costs of $536,357 at Sneed in the test year, $393,892 
was the Phillips’ fee (Ex. 85, p. 22, R. 6260), which, of course, is proportional 
to the total extraction throughout the year and not that part necessary for 
pipeline efficiency. 

23 In fixing Phillips’ rate for the very same plant, the Commission did not 
| credit the jurisdictional cost of service with the revenues from Phillips’ 
share of the extraction. See 24 F.P.C. at 562. 

24 The heavier hydrocarbons extracted are to a considerable extent 
counterbalanced by an increase in the volume of the remaining lighter 
| gas which can be moved through the transmission system (R. 2687-93). 
Even the FPC brief claims only that the percentage of difference in 
' Btu content would be less than 3% for the pipeline in question. See 
FPC Brief, p. 42, n.25. 
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lead to the conclusion that all profit should be credited to 
the transmission line.” 


It is to be noted that adoption of either of respondent’s 
peak period or heat value theories would lead to the con- 
clusion that only a portion of the extraction profits should 
be credited to the pipeline rates, and that the difference 
between petitioner and respondent relates only to the 
method of determining how the apportionment should ke 
made. The Commission, however, in refusing to make any 
allocation at all, did not mention any of these factors or 
suggest that the basis of apportionment urged by petitioner 
was inadequate for failure to consider them. If staff 
counsel wished to question the validity of the method of 
allocation supported by petitioner’s evidence, the hearing 
was the place to do it. 


(c) The FPC brief (p. 42) argues that petitioner, as 
a regulated company, has a duty to operate its extraction 


25The statement quoted (FPC brief pp. 42-43) from petitioner’s witness as 
to the need for “a comprehensive analysis” to determine the exact amount 
of the effect is taken completely out of context. When the passage is read in 
full it both deals with something else, and docs not suggest, as the quotation 
implies, that there will be a change in capacity in the direction supported by 
the brief, or indeed “any change at all”. 

After a long and complicated analysis of the relation between hydrocarbon 
extraction, compressor stations, reduction in specific gravity, the temperature 
of the gas (not its heat value) and pipeline capacity (R. 2687-93), the witness 
concludes as follows (R. 2692-2693) : 

“In summation, then it is not possible to predict simply from a knowl- 
edge of the specific gravity of the gas before and after hydrocarbon ex- 
traction whether the capacity of a transmission system consisting of more 
than one compressor station and pipelines would be higher or lower, if 
the heavy hydrocarbons were not present. 

“In any case, the greatest percentage increase which could be obtained 
by reducing the specific gravity through the extraction of heavy hydro- 
carbons would be substantially less than half the percentage change in 
specific gravity, and whether there would be any change at all, and if so, 
in what direction, and how much, could only be determined after @ com- 
prehensive analysis of the complete transmission systems.” 

Only the italicized words are quoted in the FPC brief, and then in a manner 
which inaccurately represents that the “comprehensive analysis” referred to 
relates to the effect of the heat value of the gas delivered, and which omits 
the immediately preceding words suggesting doubt as to the direction as well 
as the amount of the change, or indeed “whether there would be any change 
at all”. 
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plants ‘‘with all reasonable economies’’, and that this re- 
quires operation so as to produce the maximum profits 
éven where such enlarged operation would have no relation 
to the regulated transmission system. Such a duty might 
require the extraction in the most economical way of the 
hydrocarbons insofar as they were useful to the pipeline, 
but it cannot require a regulated company to undertake, 
or to expand, an unregulated business whenever the joinder 
of the regulated and non-regulated activities might be more 
profitable than the former alone. Otherwise a company 
engaged in a small regulated activity could be required to 
undertake a large unregulated business. Obviously noth- 
ing like this is within the purpose or scope of the regula- 
tory scheme, which on its face does not even extend to all 
sales of natural gas. §1(b), 52 Stat. 821, 15 U.S.C. §717(b). 
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